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I. THE CURRENT ECONOMIC SITUATION

The year 1974 was marked by both inflation and recession. After

moving ahead vigorously since the close of 1970, output and employ-
ment moved downward during the j^ear while prices continued to rise

sharply.

In 1974, real gross national product (that is, GNP in constant

prices) registered the largest annual decline since 1946. (See table 1.)

For the year as a whole, money GNP rose to $1,397 billion—7.9 per-

cent over 1973, but this increase merely reflected higher prices. After

taking into consideration a 10.3-percent increase in prices (as measured
by the GNP implicit price deflator which is the broadest measure of

inflation), real GNP fell 2.2 percent. The decline in output and the

rise in prices was especially marked in the fourth quarter of 1974 when
real GNP fell at an annual rate of 9.1 percent and prices rose at a rate

of 14.4 percent.
TABLE 1.—GROSS NATIONAL PRODUCT 1929-74

[In billions of dollars]

Gross national Gross national Gross national Gross nationa'

product in product in product in product in

Year current dollars 1958 dollars Year current dollars 1958 dollars

1929 103.1 203.6 1956 419.2 446.1

1933 55.6 141.5 1957 441.1 452.5

1939 90.5 209.4 1958 447.3 447.3

1940 99.7 227.2 1959 483.7 475.9

1941 124.5 263.7 1960 503.7 487.7

1942 _______ 157.9 297.8 1961 520.1 497.2

1943 ______ 191.6 337.1 1962 560.3 529.8

1944 210.1 361.3 1963 590.5 551.0

1945 211.9 355.2 1964 632.4 581.1

1946 208.5 312.6 1965 684.9 617.8

1947 231.3 309.9 1966 749.9 658.1

1948 257.6 323.7 1967 793.9 675.2

1949 256.5 324.1 1968 864.2 706.6

1950 284.8 355.3 1969 930.3 725.6

1951 328.4 383.4 1970 977.1 722.5

1952 345. 5

364.6
395.1
412.8

1971 1,054.9 746. 3.

1953 1972 1,158.0 792.5-

1954 364.8 407.0 1973 1,294.9 839.2

1955 398.0 438.0 1974 p 1, 397.

3

821.1

p = preliminary.

Source: Department of Commerce.

The falling GNP figures for 1974 reflect widespread declines in both

consumption and investment. Instead of registering their customary

gains, personal consumption expenditures (measured in constant 1958

dollars) for both durable and nondurable goods fell. The decline was

particularly sharp for durable goods expenditures which dropped

almost 9 percent for the year. About 8.9 million new cars were sold

during the year—22 percent less than in 1973. The leading reasons for

the weakness in consumer expenditures were falling disposable income,

inflation, and lack of consumer confidence.

In contrast with 1973, when it rose 10 percent, real gross private

investment fell 8.2 percent in 1974. Housing starts totaled only 1.4

(i)



million compared with 2.4 million in 1972 and 2.1 million in 197.3. By
January 1975, housing starts were running at an annual rate of

well under 1 million.

As the economic situation deteriorated, unemployment rates rose

—

from 5.2 percent in January 1974 to 8.2 percent in February 1975.

This compared with average unemployment rates of 4.9 percent in

1973, 5.6 percent in 1972, 5.9 percent in 1971, and rates averaging
3.8 percent or less from 1966 through 1969. The February unemploy-
ment rate was the highest since 1941. In addition, discouraged workers
have withdrawn from the labor force (and are not counted as unem-
ployed in the statistics) and employed workers have been forced to

reduce their hours.

Despite the recession during the year, the consumer price index was
12.2 percent higher at the end of 1974 than at the start of the year.

This was the highest rate of increase since 1946 when the index shot
up 18.2 percent, reflecting the removal of wartime price controls.

(However, for December 1974, the increase in the consumer price index
declined to an annual rate of 8.4 percent.) Although the wholesale
price index dropped slightly in December, for the year as a whole it

rose even faster than the consumer price index, shooting up 23.5
percent.

Interest rates rose during most of the year, but declined toward the

latter part of the year. Short-term rates have fallen considerably, but
long-term rates are now still at high levels, reflecting anticipations of

continuing inflation. In March 1975, the prime rate fell to 7% percent
after having reached 12 percent in 1974. As of the end of January, the

Treasur}^ bill rate (91 days—mew issues) was 5.61 percent, long-term
government bonds yielded 6.67 percent and AAA corporate bonds 8.74

percent. (See tables 2 and 3.)

Corporate profits for 1974 were high in money terms, totaling $141.0
billion before taxes. However, $35.6 billion of these profits were due
to the effect of higher prices in raising inventory values. After the
inventory valuation adjustment, profits amounted to $105.4 billion,

about the same as profits in 1973 but higher than profits of $78.7
billion in 1971 and $92.2 billion in 1972. Most analysts anticipate a

substantial decline in corporate profits in 1975.
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Some Factors Contributing to the Current Recession

No attempt is made here to enumerate all the causes of the current

economic downturn. However, the factors outlined below appear

worthy of note.

The money supply.—The Federal Reserve Board slowed down the

rate of increase in the mone}^ supply in 1974 in an attempt to keep

strong inflationary pressures under control. In 1974, the money stock

(currency plus demand deposits) increased 4.4 percent compared with

an average of 6.7 percent over the previous 5 years. Since the implicit

GNP deflator rose 10 percent for the year, the money supply in real

terms declined by over 5 percent during the year. Nonborrowed
reserves, an indicator of the direction of monetary policy, failed to

grow at all between November 1973 and August 1974. This un-

doubtedly has had an important influence in slowing down the

economy.
Fiscal situation.—As noted in table 4, the administration estimates

deficits in the unified budget of $35 billion for fiscal 1975 and approxi-

mately $52 billion for fiscal 1976. These figures assume that the Con-
gress will adopt the tax cut proposed by the administration and $17

billion of spending cuts proposed by the administration, including a

5-percent ceiling on Federal pay and social security benefit increases.

These anticipated deficits amount to a 1975 deficit of 2.48 percent of

GNP in 1974 and a 1976 deficit of 3.5 percent of estimated GNP in

1975.

TABLE 4.—UNIFIED BUDGET TOTALS

[Fiscal years; in billions of dollars]

1974 1975 current 1976 current

Description actual estimate estimate

Budget receipts 264.9 278.8 297.5

Budget outlays - 2614 3114 349^4

Deficit (—) -3.5 -34.7 -51.9

Sourcs: The Budget of the U.S. Government for Fiscal Year 1976.

Despite the large actual deficits that are anticipated, many econ-

omists maintain that the Federal budget will be contractionary in

1975 unless offsetting action is taken. This is because the Federal

budget when measured on a full employment basis (which assumes

that potential real GNP grows 4 percent per year) is expected to have

a much larger surplus this year than in the past. (The full employ-

ment budget differs from the actual budget because when the economy
is at full employment, tax receipts are larger because the tax base is

larger and certain expenditures, such as expenditures for unemploy-

ment insurance and food stamps, are smaller.) In recent years, the

administration has used the full-employment surplus rather than the

actual surplus or deficit as the measure of the effect of fiscal policy

on the economy

.

In the first quarter of 1973, the Federal budget deficit on a full

employment basis ran at an annual rate of $5.1 billion. In the third

quarter of 1973, the full employment budget swung from a deficit to

a surplus which continued through 1974. By the third quarter of 1974,

4S--579—75 2



6

the full-employment surplus was $30.4 billion. During 1975, the sur-

pluses on a full employment basis are expected to increase further

unless taxes are reduced or spending is increased. In addition, the full

employment surpluses of State and local governments are increasing.

Oil.—The sharp increase in the price of imported oil which has
resulted from the actions of the OPEC cartel now involves an annual
cost to the United States of approximately $25 billion, or about $18
billion more than in 1973. This has not only added to our balance-of-
payments problem; it has also acted to dampen our economy since the
outflow of such large funds siphons off purchasing power from the
domestic economy. Some part of this resulting deflationary effect is

(or will in the future) be offset by increased U.S. exploration for oil

and gas, but the net dampening effect is still very large.

Inventories.—In 1973 and early 1974, the fear of shortages en-
couraged firms to accumulate more inventories than they normally
hold in relation to their sales. Now, firms are trying to liquidate their

excess inventories, so that production is declining by more than the
decline in final sales.

Automobiles.—Sales of new U.S. autos have fallen from a rate of 10.5

million in the first quarter of 1973 to a rate of 5.8 million in the last

quarter of 1974. They have picked up recently as a result of price

reductions. While some of this decline in autos resulted from the tight

monetary and fiscal policies pursued in 1974, the depressed state of

the auto market is also a result of uncertainties about the price and
availability of gasoline and the sharp auto price increases that
occurred in 1974.

The Outlook Without a Tax Cut

Economic forecasters are practically unanimous in predicting that
in 1975 and 1976 the economy will continue to operate far below its

potential. Real GNP in 1975 is likely to be 3 or 4 percent below 1974,
which will mean a 5>or 6 percent decline from its 1973 level. Even if

there is no tax reduction, the economy should reach bottom sometime
in 1975, although forecasters disagree over whether this would be in
the middle or at the end of the j^ear. The recovery should occur because
some, but not all, of the economic forces that caused the recession
have reversed themselves. Firms are now liquidating their excess
inventories, and the completion of this process later in the year will

strengthen the economy. Most important, there has been a significant

easing of monetary policy in the past several months, which will

increase housing starts and business investment. (Nonborrowed re-

serves grew at a rate approaching 7 percent in the past six months.)
This recovery, however, is not likely to be strong enough to reduce
unemployment below 8 percent by the end of 1976 unless there is

additional fiscal stimulus.
With this pattern of forecasts for 1975 and 1976, the actual GNP

for this year will fall considerably short of the potential GNP. Table 5
presents data on actual and potential GNP and staff projections which
suggest that actual GNP during 1975 may be as much as 14 percent
under the potential GNP assuming the present budgetary picture
with no tax cut. This gap Mall be over $200 billion, or SI,000 per capita.
This is significant for two reasons: first, it indicates that in the absence
of remedial action, there will be a large loss of economic goods and
services; and second, it suggest that tax reductions could be employed



to stimulate the economy without creating substantial additional
inflation in view of the large amount of available unused resources.

TABLE 5.—ACTUAL AND POTENTIAL GNP

[Billions of dollars, seasonally adjusted annual rates]

Year and quarter
Actual

GNP
Potential

GNPi

GNP gap
(potential

less actual)

1971-1
1971—1
1971—1
1971—IV
1972— I _.

1972-1
1972—1
1972—IV

1973-1 ..

1973-1
1973—1
1973—IV

1974—L.
1974—1
1974—1
1974—IV
1975—I..

1975-1
1975—1
1975—IV

1, 027. 2 1,081.4 54.2
1, 046.

9

1, 105.

2

58.3
1, 063. 5 1,126.0 62.5
1, 084. 2 1,141.0 56.8
1,112.5 1, 164. 3 51.8
1, 142. 4 1, 182. 9 40.5
1,166.5 1, 202.

6

36.1
1, 199. 2 1, 223.

8

24.6
1, 248. 9 1,258.3 9.4
1,277.9 1, 293. 15.1
1,308.9 1, 332.

1

23.2
1, 344. 1, 373. 2 29.2
1, 358. 8 1, 427. 7 68.9
1, 383. 8 1, 474. 3 90.5
1,416.3 1, 532. 115.7
1, 430. 2 1, 599.

1

16S. 9
2 1, 432. 5 s

1, 642. 209.5
2 1,454.0 » 1, 686. 9 232.9
2 1, 483. 5 » 1, 727. 7 244.2
2 1,520.3 3 1, 770. 3 250.0

1 The increase of potential GNP assumes a growth rate in real terms of 4 percent each year, composed of an increase in

the labor force of 1.8 percent, a decline in hours worked of 0.3 percent and a rise of output per man-hour of 2.5 percent.

These trends may not be an accurate reflection of conditions during the oil embargo of I ate 1973 and early 1974. Like all

measures of capacity, these are subject to a wide margin of error.

- Forecasts of Chase Econometrics, Inc., assuming no tax reduction.
3 Staff estimates using the methodology of the Council of Economic Advisers.

Source: Business Conditions Digest.



II. SUMMARY OF ADMINISTRATION PROPOSAL AND
HOUSE BILL

Administration proposal.—In his State of the Union message, the
President announced his economic, tax, and energy programs designed
to deal with the problems of recession, inflation, and energy de-
pendence. The tax proposals, which have been reaffirmed by the
administration in its testimony before the committee, include a
temporary tax cut for individuals based on 1974 tax liabilities and a
temporary increase in the investment credit for businesses. The
proposals also include permanent tax reductions for individuals and
corporations, and payments to nontaxpa3^ers, which are to be financed
by "energy conservation" taxes and fees.

The temporary tax cuts in the administration's anti-recession pack-
age amount to $16 billion. This consists of a $12 billion refund to
individuals of their 1974 income taxes and a $4 billion increase in the
investment tax credit for businesses. These two proposals for the
temporary tax cut are as follows:

(1) A cash refund for individuals of 12 percent of a taxpaA^er's 1974
income tax liability, up to a maximum refund of $1,000.

(2) A temporary increase in the investment credit (from 7 percent
to 12 percent general^, and from 4 percent to 12 percent for most utilities)

for businesses, effective for property placed in service in 1975 (with an
additional 2-year period for certain utility property) and covering
binding contracts in effect at the end of 1975 if the property is placed
in service before the end of 1976. In addition, with respect to utilities,

the limitation on the amount of investment credit which may be
claimed in a year would be temporarily increased.

The permanent tax reductions and payments to nontaxpa}^ers
proposed by the administration are to be financed by the energy
conservation taxes and fees as part of the administration's overall
energy program. In the case of individuals, these permanent tax
reductions are as follows:

(1) An increase in the low income allowance from the present
$1,300 to $2,600 for joint returns ($2,000 for single persons).

(2) A cut in the schedule of tax rates.

(3) A 15-percent tax credit on the first $1,000 of expenditures for
thermal efficiency improvements in residences, effective January 1,

1975.

(4) An $80-per-adult payment to nontaxpayers and a lesser amount
for certain low income taxpayers who receive less than $S0 in tax
reductions, so their refund and tax reduction together equal $80.
The administration also proposed permanent tax cuts for corpora-

lions by a reduction in the corporate surtax rate of 6 percentage
points (reducing from 48 percent to 42 percent the total tax on
income over $25,000), effective for 1975.

House bill.—The Committee on Ways and Means decided to deal
with the temporary anti-recession tax reduction package first and then

(8)



9

take up the administration's energy program and permanent tax

reductions. In the House tax reduction bill, the size of the tax cut

proposed by the administration was increased from $16 billion to

$20 billicn. (Both the administration proposals and the House bill

would involve some additional revenue losses for 1976.) The tax

reduction for individuals was increased from the proposed $12 billion

to $16 billion while the business tax reduction was decreased slightly.

(The administration proposals would reduce 1975 business taxes by
$4.1 billion; the House bill would reduce them by $3.6 billion.)

The 1974 refund was reduced in the House bill from $12.2 billion in

the administration proposal to $8.1 billion, and its structure was
changed to concentrate more of the reduction on low- and middle-
income taxpayers. In addition, the House bill includes $8.1 billion of

tax cuts for 1975 that are to be reflected in lower withholding. These
are a $5.1 -billion increase in the standard deduction (including the

low-income allowance) and a $3.0-billion refundable credit for low-
income people based on earned income.
The House bill raises the investment credit to 10 percent, instead

of the 12 percent proposed by the administration. The House bill also

liberalizes the extent to which most utilities may use the investment
credit to offset their tax liabilities. In addition, the House bill provides
in the case of long lead time property (that is, property that requires

at least 2 years to construct) that the investment credit is to be avail-

able to the extent that progress pa3^ments are made during the con-
struction period, rather than the year wheri the property ultimately
is placed in service. This new feature of the investment credit, which
is permanent under the House bill, is to be phased in over a 5-year
transitional period.

The House bill reduces taxes for small business by increasing the

limit on the amount of used equipment that can qualif}7' for the in-

vestment credit from $50,000 to $75,000 and by raising the corporate
surtax exemption from $25,000 to $50,000.
The investment credit provisions provide for $2.4 billion reduction

for businesses in 1975 and $1.5 billion in 1976; the increase in the surtax

exemption is expected to reduce revenue by $1.2 billion for 1975, of

which $730 million (or about 60 percent) is expected to go to businesses

with incomes under $100,000.
The House bill also repeals percentage depletion for oil and gas,

effective January 1, 1975, except for regulated gas (which retains

percentage depletion for 18 months) and gas sold under a pre-existing

fixed price contract. This provision (sponsored by Congressman
Green) was added to the bill on the House floor and is expected to raise

$2.2 billion in 1975 and $2.7 billion in 1976.



III. ECONOMIC EFFECT OF AN INDIVIDUAL INCOME TAX
REDUCTION

Most economists believe that an individual income tax reduction at

a time when there is excess capacity in the economy will increase the

level of real income and emplo3anent. People will spend a fraction of

their tax cut on consumer goods, which will create jobs and increase

incomes. The individuals who receive these increases in income (as

wages and profits) will spend some fraction of the increase, thus creat-

ing more jobs and still further increases in income. Businesses will

respond to higher demand for their products by increasing their in-

vestments which will also expand the econonry. There is some dispute

about the precise magnitude of the "multiplier"—the increase in

income that results for each dollar of tax reduction—but most estimates

are between 1 and 2. The multiplier, in any event, will vary depending
on what type of tax reduction is enacted, what income groups receive

the cuts, whether monetary policy is accommodating or offsetting, and
whether there are offsetting spending cuts. Chase Econometrics, Inc.,

has estimated that the $20 billion tax cut in the House bill will raise

GNP by $25 billion in 1976.

There are two principal arguments against a tax cut at the present

time. Some argue that by stimulating the economy, a tax cut will

increase the rate of inflation. There is probably some truth to this

view; the recession can be expected to slow down the rate of inflation,

and a shorter or milder recession will cause less of a reduction. With
substantial slack in the economy, however, as there will be for the

next several years, it does not appear probable that a tax cut of

reasonable size will have much of an inflationary impact. The Chase
Econometrics forecast is that the tax cut in the House bill would
raise the rate of inflation by less than 0.1 percent in 1975 and 1976.

A second argument against a tax cut at this time is that it will not
stimulate the economy because the higher deficit caused by the tax
cut will drive up interest rates, crowd out private borrowing, and
thereby reduce business investment. It is contended that this will

offset the increased consumer spending caused b}^ the tax cut, so that
there will be no net stimulus to the economy.
The "crowding out" theoiy no longer has much support today

among professional economists. It is true, of course, that a tax reduc-
tion does entail additional government borrowing. The increased
deficit will be somewhat less than the initial tax reduction, however,
because the tax cut will increase incomes which will lead to an increase
in tax receipts. (A $20 billion tax cut, for example, will result in an in-

crease in the deficit of less than $14 billion because $6 billion in taxes
will be paid out of the higher incomes caused b}^ the tax cut, and spend-
ing on unemployment compensation and food stamps will decline.)

More important, the higher incomes resulting frcm the tax reduction
(both directly and through the multiplier effect) will lead to increased
saving by individuals and corporations, and this additional saving will

(10)
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supply a flow of funds sufficient to finance the increase in the govern-

ment deficit caused by the tax cut without a rise in interest rates.

The only problem that may arise in financing the additional deficit

will be to the extent the public wants to hold some of its increased

saving in the form of money. Unless the Federal Reserve increases the

money supply by an amount equal to this increase in the demand for

money, there will be some upward pressure on interest rates. It is

reasonable to expect, however, that the Federal Reserve will be ac-

commodative in this way as long as unemplo3<ment remains high.

A tax cut, then, should stimulate the economy, and the large

gap between actual and potential output that probably will exist in

the next several years should ensure that this stimulus will not

seriously increase inflation.



IV. DURATION OF THE TAX REDUCTION

The administration lias proposed a tax cut for one year. The House
bill reduction also is technically only for one year, but half of it is

of the type which is likely to be made permanent (the increase in

the standard deduction and the addition of the earned income credit).

An issue related to the duration of the tax cut is the extent to which a

tax cut should be received in lump-sum refunds or reflected in lower
withholding. Under the administration proposal, the entire tax

reduction would be received in two paj^ments during calendar year
1975, since it applies to 1974 tax liability. Under the House bill,,

the tax cut for individuals is evenly divided between a lump-sum
refund in 1974 taxes and tax cuts for 1975 that are to be reflected in

lower withholding.
There is likely to be a sizable gap between actual and potential out-

put for the next several years if no tax cut is enacted. Even if the
economy grows in real terms at 6 percent annually, which would be
a vigorous recovery by historical standards, the economy will not
reach full employment until 19S0. Thus, the committee might want to
consider some fiscal stimulus for at least the next two or three }rears.

Another consideration on the issue of the duration of a tax cut is

the fact that inflation has the effect of raising individual income taxes,

not only nominally but also in real terms. This occurs because inflation

erodes the real value of the personal exemption and the minimum and
maximum standard deductions and because it pushes people into higher
rate brackets even when their real income is staying the same or

declining. A disproportionate amount of this real tax increase in 1974
applied to low-income taxpayers. Using the Treasmw computer tax
model, the staff has estimated the distribution of this tax increase by
income class, and this appears in table 6. The percentage increase in

tax is greatest for the lower income classes. For people with AGI
under $3,000, inflation raised taxes by 45.0 percent, while the increase
was 2.6 percent for people with AGI over $100,000

TABLE 6.—REAL INCOME TAX INCREASE IN 1974 CAUSED BY INFLATION

AGI class

to $3,000 . ..

$3,000 to $5,000
$5,000 to $7,000
$7,000 to $10,000 ...... .....
$10,000 to $15,000
$15,000 to $20,000 ..

$20,000 to $50,000
$50,000 to $100,000
$100,000 and over..

Total 118,855 7,122 6.0

1 Staff estimate of the excess of actual taxes in 1974 over what taxes would have been had tax brackets, the personal
exemption, and the minimum and maximum standard deductions been adjusted upward for inflation.

(12)

Inflation-

induced
Inflation- increase

Present induced as percent
law tax tax increase i of present

(millions) (millions) law tax

$289 $130 45.0
1,779 295 16.6
4, 093 398 9.7

9, 251 637 6.9

21,239 1,249 5.9
20,910 1,210 5.8
38,419 2,279 5.9
11.883 637 5.4
10, 992 239 2.6
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The duration of a tax cut also may have a bearing on its effectiveness

in causing people to spend it. This may depend, in part, on whether

it is reflected in withholding or received in lump-sum payments.
Economic theory suggests that people are more likely to spend tax

cuts if they believe them to be permanent, which usually occurs

when they are reflected in withholding. A lump sum is more likely

to be saved, so that it will be less effective in stimulating the economy.
Surveys conducted by Albert Sindlinger and the Survey Research

Center at the University of Michigan suggest that as many as two-

thirds of the population would save or invest an unexpected refund,

or use it to pay off debts, although a recent Harris poll made shortly

after the President made his proposal, shows that only 53 percent

would save or invest any extra money they might receive. These

results are consistent with previous surveys of how taxpayers would
treat a large, unexpected refund. If these surveys are correct, to get the

same fiscal stimulus a lump-sum payment has to be much larger than a

tax cut that is reflected in withholdings. To the extent that the tax

cut is saved , it does nothing to stimulate the economy (although it

also does not do any harm). To the extent it is used to repay debts,

it probably stimulates the economy only in cases where the creditor

did not expect to get repaid, in which case he might, consider the

repayment to be income and go out and spend the income. 1

On the other hand, there are some advantages of a lump-sum pay-

ment in the current situation. To the extent that it is spent, a lump-

sum payment is more likely to be spent on durable goods, where the

economy is particularly weak at present. Also, a cut in 1974 taxes will

help people who were employed in 1974 but who are now out; of work.

Finally, a lump-sum payment can be paid out faster than any cut

reflected in withholding.

i The Harris poll asked what people would do with a little extra money. With the refund on 1974 taxes,

41 percent said they would save extra money or use it to pay off debts, and 12 percent said they would invest

it. The poll also indicated that lower income people would be more likely to spend their refund than those

with higher incomes. The poll bv the Survey Research Center was taken in 1973 and asked people what they

did with their income tax refunds on their 1972 taxes. Fifty-nine percent said they used their refund for

savings or paying off debts. Only 15 percent said they used their refund for spending on consumer durables.

48-579—75-



V. SIZE OF THE TAX REDUCTION

In determining the appropriate size for a tax cut, the committee
will want to consider the gap between actual and potential output
(estimated at over $200 billion in 1975). One econometric forecast is that

the $20-billion tax reduction in the House bill will raise GNP by $25
billion hi 1976, so that the tax cut by itself would close approximately
one-tenth of the gap between actual and potential output. Other
economic forces, especially expansionary monetary policy, increased

spending, and the normal business cycle, can be expected to close some
more of the gap; however, it is likely that a substantially larger tax cut

could be enacted without excessively stimulating the economy in the

next two years.

A tax reduction of $30 billion would be 2.0 percent of GNP. This is

smaller relative to GNP than the tax reduction of the Revenue Act of

1964. Table 7 shows the revenue effects of the major tax changes
since 1962. The 1964 income tax cut and the excise tax reductions of

1965 totaled $18.0 billion. This was about 2.6 percent of GNP over
the years 1965 and 1966. An $18 billion tax cut in 1964 and 1965 would
be $29 billion in current prices, and a tax cut equal to 2.6 percent of

GNP would be $39 billion. A tax cut of $12 billion today would be the

same fraction of GNP as was the $8 billion tax cut in the Revenue
Act of 1971.

TABLE 7.—MAJOR TAX CHANGES SINCE 1962 AS A PERCENT OF GNP IN THE SAME YEAR

[Dollar amounts in billions]

Year Act GNP
Tax

change

Tax
reduction

as a

percent
of GNP

1965
1966

Revenue Act of 1964 fully effective

Excise Tax Reduction Act of 1965
$685
750

-$15.2
-2.8
-6.5
-8.0

2.2
.4

197(1 Tax Reform Act of 1969 977 .7
197? Revenue Act of 1971... 1,158 .7

Similarly, as the size of the economy grows, the deficits caused by
tax cuts and by the recession itself will tend to be larger than in the
past. Table 8 shows the unified budget receipts and outlays of the Fed-
eral Government and the Federal deficit both in absolute terms and as
a fraction of GNP. In fiscal year 1959, as a result of the 1958 recession,

the deficit was $12.9 billion, or 2.7 percent of GNP. A deficit equal to

2.7 percent of GNP in 1975 would be $41 billion. The deficit in the
relatively mild 1970 recession was 2.3 percent of GNP, which is

equivalent to a $35 billion deficit in 1975. The deficit in fiscal 1976 mil
be large, both absolutely and relative to GNP, but this only reflects

the severity of the current recession.

(14)
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TABLE 8.—UNIFIED BUDGET RECEIPTS, OUTLAYS, AND SURPLUS OR DEFICIT AS A PERCENT OF GROSS NATIONAL
PRODUCT, FISCAL YEARS 1946-74

[In billions of dollars]

1Unified budget As percent of GNP

Surplus Surplus
(+)or or

Fiscal year GNP Outlays Receipts deficit (-) Outlays Receipts deficit

1946 201. 6 61.7 43.5 -18.2 30.6 30.

6

9.0
1947 219.8 36.9 43.5 +6.6 16.8 19.8 3.0
1948 243.5 36.5 45.4 +8.9 15.0 18.6 3.7
1949 260.0 40.6 41.6 +1.0 15.6 15.0 .4
1950, . 263.3 43.1 40.9 -2.2 16.4 15.5 .8
1951 310.5 45.8 53.4 +7.6 14.8 17.2 2.4
1952 ... 337.2

358.9
68.0
76.8

68.0
71.5 -5.3

20.2
21.4

20.2 ....
1953 19.9 1.5
1954.. 362.1 70.9 69.7 -1.2 19.6 19.2 .3
1955 378.

1

68.5 65.5 -3.0 18.1 17.3 .8
1956 409. 4 70.5 74.5 +4.1 17.2 18.2 1.0
1957 431.

3

76.7 80.0 +3.2 17.8 18.5 .7
1958 ... 440. 3 82.6 79.6 -2.9 18.8 18.1 .7
1959. 469.

1

92.1 79.2 -12.9 19.6 16.9 2.7
1960 495. 2 92.2 92.5 +.3 18.6 18.7 .1
1961 506.5 97.8 94.4 -3.4 19.3 18.6 .7
1962 542.1 106.8 99.7 -7.1 19.7 18.4 1.3
1963 573.4 111.3 106.6 -4.8 19.4 18.6 .8
1964 612.2 118.6 112.7 -5.9 19.4 18.4 1.0
1965. : 654. 2 118.4 116.8 -1.6 18.1 17.9 .2
1966 721.2 134.7 130.9 -3.8 18.7 18.2 .5
1967_ 769.8 158.3 149.6 -8.7 20.6 19.4 1.1
1968 826.0 178.8 153.7 -25.2 21.6 18.6 3.1
1969 898.3 184.5 187.8 +3.2 20.5 20.9 .4
1970 954.6 196. 6 193.7 -22.8 20.6 20.3 .3
1971 1,013.6 211.4 188.4 -23.0 20.9 18.6 2.3
1972 1,100.6 231.9 208.6 -23.2 21.1 19.0 2.1
1973__ 1,225.2 246.5 232.2 -14.3 20.1 19.0 1.2
1974 1, 348.

9

268.3 264.8 -3.5 19.9 19.

6

.3

i Surplus of $49,000,000.

Note: Details may not add due to rounding.

Table 9 shows the public debt as a fraction of GNP. While the debt
has been rising in absolute terms, it has been declining steadily as a
fraction of GNP. At the end of World War II, the debt was 134.4

percent of GNP. By 1960, this fraction had declined to 58.7 percent,
and in 1974, it was 35.2 percent.
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TABLE 9.—GROSS PUBLIC DEBT AND GROSS NATIONAL PRODUCT, FISCAL YEARS 1946-74

[In billions of dollars]

Gross public debt
Gross public as percent of

Fiscal year GNP debt' GNP

1946
1947
1948
1949
1950
1951.

1952 .

1953
1954
1955
1956
1957..

1958
1959
1960
1961

1962
1963
1964
1965
1966
1967 .

1968
1969....

1970
1971

1972 .

1973 .

1974

« On June 30 each fiscal year.

At the same time, it should be noted that permanent tax cuts, if

they are large, can erode Federal Government revenues so that it will

be difficult to finance future increases in government expenditures.
Table 10 shows the effects in calendar year 1974 of the major income
tax changes made since 1962. The aggregate revenue loss is $54 billion,

of which $30 billion resulted from the 1964 tax reduction. Much of this

tax reduction was recouped as inflation and real economic growth
raised individual income tax rates, so that despite the tax cuts in-

dividual income taxes were 10.3 percent of personal income in both
1962 and 1974. Thus, the amount of tax reduction that is desirable
from the standpoint of fiscal stimulus alone probably exceeds the
amount of permanent tax reduction that is desirable from the stand-
point of the effect on the erosion of revenues.

201.6 271.0 134.4
219.8 257.1 117.0
243.5 252.0 103.5
260.0 252.6 97.2
263.3 256.9 97.6
310.5 255.3 82.2
337.2 259.1 76.8
358.9 266.0 74.1
362.1 270.8 74.8
378.1 274.4 72.6
409.4 272.8 66.6
431.3 272.4 63.1
440.3 279.7 63.5
469.1 287.8 61.3
495.2 290.9 58.7
506.5 292.9 57.8
542.1 303.3 55.9
573.4 310.8 54.2
612.2 316.8 51.7
654.2 323.2 49.4
721.2 329.5 45.7
769.8 341.3 44.3
826.0 369.8 44.8
898.3 367.1 40.9
954.6 382.6 40.1

1,013.6 409.5 40.4
1, 1OO.6 437.3 39. 7

1, 225.

2

468.4 38.2
1, 348. 9 464.2 35.2
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TABLE 10.—REVENUE EFFECTS IN 1974 OF MAJOR TAX ACTIONS SINCE 1962 OTHER THAN TRUST FUNDS AND USER

CHARGES

[In billions of dollars]

Tax action

1st year fully

effective

revenue effect

1974 revenue
effect

+.3
+.5

+.3
+.5

-.6 -3.6

-.2
-1.0

-.1
-1.0

-1.2 -1.1

-12.2
-3.0

-25.3
-4.9

-15.2 -30.2

Revenue Act of 1962:

Investment credit:

Individual ._ -0.3 -0.8
Corporation —1.

1

—3.6
Other provisions:

Individual .

Corporation

Total

Depreciation guidelines of 1962:

Individual

Corporation

Total

Revenue Act of 1964:

Individual

Corporation

Total

Excise Tax Reduction Act of 1965

1

, . —2.

8

-3.

7

Other excise tax legislation 2
(
s
) — . 3

Tax Reform Act of 1969:

Reform and relief:

Individual

Corporation .

Total ...

Termination of investment credit:

individual

Corporation

Total

Total for Tax Reform Act of 1969

Asset depreciation range:

Individual.

Corporation..

Total

Revenue Act of 1971:
Individual

Corporation

Excise

Total

Grand total.... -53.8
Individual -38.7
Corporation —9.3
Excise —5.8

-8.1 -11.4
+1.2 +1.6

-6.9 -9.8

+.6
+1.9

+.8
+3.3

+2.5 +4.1
-4.5 -5.7

(
3
)

-1.0
(
3
)

-1.6

-1.0 -1.6

-4.1
-2.0
-2.2

-2.2
-3.6
-1.8

-9.2 -7.6

1 Excluding reductions later rescinded.
2 Includes interest equalization tax, tax on foundations, and reductions in telephone tax.
s Less than $50,000,000.



VI. DISTRIBUTION OF THE TAX REDUCTION

The $12 billion individual income tax reduction proposed by the
administration is concentrated among the middle- and upper-income
groups. Because the income tax is progressive, a tax cut that is a
flat percent of the tax will be a larger fraction of income for high-
income people than for low-income people. An argument favoring
such a tax cut is that the weakness in the economy is disproportion-
ately in the consumer durables sector, especially autos, and that only
fairfy large lump-sum pajmients will induce people to buy these "big-
ticket" items. However, it is also true that spending on any goods and
services stimulates the economy, not just spending on "big ticket"
items.

For several reasons the House decided to concentrate the tax cut
in the lower- and middle-income groups. While upper-income people
may be more likely to spend their tax refunds on large purchases than
low-income people, they are also more likely to save or invest it.

While saving is usually helpful to the economy from the long- run
point of view of aiding capital formation, spending is more helpful
during a recession.

A second reason the House provided a cut directed more toward
low-income families is that they tend to spend a larger fraction of
their income on food and energy than do higher income people.
Therefore, they have been most seriously affected by the sharp rises
in food and energy prices that have occurred in the past two years.
Some preference for the low-income group, it was concluded, was
needed to restore the real income distribution to what it was two
years ago.

Because of inflation, especially higher food and energy costs, the
poverty level is now significantly higher than the income level at
which people must start to pay income taxes. The poverty level and
tax thresholds for recent years are compared in table 11. The tax
threshold for a single person is $2,050 (the $750 personal exemption
plus the $1,300 minimum standard deduction). This was approxi-
mately the poverty level in 1972; but in 1975 the poverty level for a
single person is estimated at $2,694, so that a poor single individual
can pay as much as $80 in income tax. For a family of four, the tax-
threshold is $4,300 (four exemptions of $750 each, plus the standard
deduction). This also approximated the 1972 poverty level. Today,
however, the poverty level for a four-person family is estimated at
$5,442, so that it can have an income tax liability of $160. If the prin-
ciple that poor people should be exempted from income tax is to be
continued, the committee may want to provide substantial permanent
tax cuts for low-income families. The table also shows the tax thres-
holds under the increases in the standard deduction in the House bill.

(18)
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TABLE 11..-C0MPARIS0N OF THE LOW-INCOME THRESHOLD FOR NONFARM FAMILIES WITH THE FEDERAL INDI-

VIDUAL INCOME TAX THRESHOLD UNDER THE MINIMUM STANDARD DEDUCTION PROVISION OF PRESENT LAW

AND UNDER THE MINIMUM STANDARD DEDUCTION PROVISION IN THE HOUSE BILL

Family size

(persons)

Low-income threshold fo r nonfarm families

Income tax threshold

Present law House bill

$1,300 plus

$750 per

exemption

$1,900 for

single

taxpayers,

$2,500 for

joint

returns, plus

$750 per
exemption1972 i 1973 i 1974 2 1975 3

1 $2, 109 $2, 247

2, 724 2, 895

3, 339 3, 548

4, 275 4, 540
5, 044 5, 358

5, 673 6, 028

$2, 494
3,213
3,938
5,039
5,947
6,691

$2, 694
3,470
4,253
5,442
6,423
7,226

$2, 050
2,800
3,550
4,300
5,050
5,800

$2, 650

2

3

4
5

6 .

4,000
4,750
5,500
6,250
7,000

1 Source: Bureau of the Census, Social and Economic Statistics Administration, U.S. Department of Commerce.
2 Estimated from the 1973 thresholds by assuming an 11-percent increase in the Consumer Price Index for 1974 over

1973.
3 Estimated by assuming an 8-percent increase in the Consumer Price Index for 1975 over 1974.



VII. ALTERNATIVE WAYS TO REDUCE INDIVIDUAL
INCOME TAXES

A. Tax Refunds for 1974 Tax Liability

Present laio.—Individual taxpayers who report their income on the

basis of the calendar year (which is the case for almost all individ-

uals) are required to file their 1974 tax returns by April 15, 1975. In-

dividual income tax liabilities for calendar year 1974 currently are

estimated at approximately $119 billion.

House hill.—The House bill provides a refund on 1974 tax liabil-

ity to be paid in one installment beginning* in May 1975. It will gen-

erally equal 10 percent of tax liability up to a maximum of $200. How-
ever, each taxpayer is to receive a refund of at least $100 (or the full

amount of his or her actual tax liability if less than $100). The refund
is to be phased down from the maximum of $200 to $100 as the tax-

payer's adjusted gross income rises from $20,000 to $30,000.

Revenue effect of House bill.—The refund of 1974 tax liability in

the House bill is estimated to result in a revenue loss of $8.1 billion.

Administration proposal.—The administration has recommended
that individual taxpayers receive a cash refund of 12 percent of their

tax liabilities reported on their 1974 tax returns, up to a maximum
refund of $1,000. Married couples filing separate returns would receive

a maximum refund of $500 each. The refund would be paid in two
equal installments—the first payment being made beginning in May
and the second payment being made beginning in September.

This proposal would not affect income tax liabilities for 1975 and
later years.

Revenue effect of administration proposal.—The 12-percent refund
would involve a revenue loss of $12.2 billion.

Staff analysis.—The main advantage of reducing taxes by allowing
a refund on 1974 tax liability is that the tax reduction is clearly a
temporary one, so that there is no permanent erosion of Federal
revenues that will require tax increases or spending cuts sometime in

the future. Also, the proposed refund pumps money into the economy
quickly and directs some of the reduction to people who are un-
employed now but who had income in 1974.

The disadvantage of a 1974 tax refund is that it is likely to induce
less of an increase in consumer spending than would a tax cut that is

reflected in withholding. This tendency to save or invest a large part
of a lump-sum refund is supported by household survey data, which
suggest that two-thirds of the recipients of a refund will save or invest
it or use it to repay debts.

The specific tax refund proposed by the administration (12 percent
of 1974 tax up to $1,000) has been criticized on the grounds that very
little of the relief goes to those in the lower-income groups. The dis-

tribution of the reduction is shown in table 12. Fifteen percent of the
reduction is received by taxpayers with adjusted gross income under
$10,000. The concentration of a proportional tax refund in the middle-
and upper-income groups, of course, is simply a reflection of the pro-
grcssivity of the, individual income tax. The $1,000 limit on the refund
limits the concentration among the upper income groups of the pro-
portional tax refund to some extent, but the limit is a factor only when

(20)
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adjusted gross income exceeds $41,000 for the typical married couple
and $34,000 for a single individual. (The limit applies at a lower
income level for single people because their tax rates are higher.)

TABLE 12.—EFFECT OF THE ADMINISTRATION PROPOSAL FOR A REFUND OF 1974 INCOME TAX I

[1974 income levels]

Decrease in tax liability

Number of

returns with Percentage distribution of total decrease
tax decrease

(in thou- Amount By income
Adjusted gross income class sands) (in millions) class Cumulative By segment

to $3,000... .-. 4,057 $30 0.2 0.21
$3,000 to $5,000 7,579 213 1.7 1.91 ,„
$5,000 to $7,000 8,273 491 4.0 F.9|

lb-°

$7,000 to $10,000 11,428 1,110 9.1 15. Oj

$10,000 to $15,000 15,952 2,549 20.9 35. 9| ., c
$15,000 to $20,000 9,856 2,509 20.6 56.51

4i!)

$20,000 to $50,000 9,006 4,498 36.9 93.41
$50,000 to $100,000....... 655 647 5.3 98.7^ 43.5
$100,000 and over 160 157 1.3 100.0

Total 66,966 12,205 100.0 100.0 100.0

1 Granting a 12-percent refund of 1974 income tax liability with a maximum refund of $1,000.

Note: Details may not add to totals because of rounding.

The 1974 refund in the House bill is directed more towards lower-
and middle-income taxpayers because of the $100 minimum refund,
the much lower maximum refund ($200 instead of $1,000), and the
phase-down of the refund from $200 to $100 as adjusted gross income
rises from $20,000 to $30,000. The distribution of the House refund
is shown in table 13. In the House bill, 35.7 percent of the refund goes
to taxpayers with adjusted gross incomes below $10,000, compared to

15.0 percent under the administration's proposal. For every adjusted
gross income class up to $20,000, the House bill provides a greater pro-
portion of the refund than the administration proposal—the admin-
istration proposal is proportionately more generous only to those with
adjusted gross incomes above $20,000.

TABLE 13.—EFFECT OF THE REFUND OF 1974 INCOME TAX IN THE HOUSE BILL *

(1974 income levels]

Number of returns

affected (thousands) Decrease in tax liability

ji

Adjusted gross income
class (thousands)

Total

number
with tax

decrease

Number
made

nontaxable

Amount
(millions)

Percentage distribution of total decrease

By income
class Cumulative By segment

to $3 4,057
7,579
8,273
11,428
15, 952
9,856
9,006

655
160

3,097
1,280
339
186
59
16

3

(
2
)

(
2
)

$230
685
795

1,197
2,178
1,796
1,162

65
16

2.8
8.4
9.8
14.7
26.8
22.1
14.3

.8

.2

2.81

11. zl

21. Of
35. 7J

62.51
84.61

98.9]

99.7}
99.9)

$3 to $5 :
35.7

$5 to $7
$7 to $10
$10 to $15
$15 to $20

48.9

$20 to $50.
$50 to $100 15.3

$100 and over

Total 66, 966 4,980 8,125 100.0 100. 100.0

1 Granting a 100-percent refund of 1974 income tax liability up to $100 without a phaseout and a 10-percent
refund of tax above $1,000 with a maximum refund of $200 with the refund phased down to $100 between
$20,000 and $30,000 of adjusted gross income.

2 Less than 500 returns.

Note: Details may not add to totals because of rounding.

48-579—75 4
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Alternative proposals—There are many different ways to design

n tax refund similar to that proposed by the administration other than

the method used in the House bill. One way to concentrate the effect

of the refund more in the lower income groups than is done in the

administration proposal would be to reduce the limit on the refund to

a level lower than $1,000. A $300 limit, for example, would apply for

a married couple with two children if their AGI exceeded $19,000 and
for a single individual above $15,000. The revenue impact of refunds
by percentage of tax refunded and maximum allowable refund is

shown in table 14. Another way to make the credit more progressive

would be to phase it out as income exceeded the level at which the limit

applies, so that taxpayers with incomes above a certain level would get

no tax credit at all or reduced credit.
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For example, tjhere could be a, 10-percent refund against 1974 tax
liability up to a maximum of $300 ($150 for a married individual
who files a separate return), with the refund phased out between ad-
justed gross income levels of $20,000 and $30,000. This would involve
a revenue loss of $6.9 billion. The distribution by income class is

shown in table 15. Twenty-two percent of the reduction would go to
people with income below $10,000.

TABLE 15.-EFFECT OF A REFUND OF 10 PERCENT OF 1974 TAX LIABILITY WITH A MAXIMUM REFUND OF $300 AND
PHASE0UT OF THE REFUND BETWEEN $20,000 AND $30,000 OF ADJUSTED GROSS INCOME

[1974 income levels

Adjusted gross income class

Number
of returns

with tax

decrease

(thousands)
Amount

(millions)

Decrease in tax liability

Percentage distribution of total decrease

By income
class Cumulative By segment

to $3,000 4,057 ... $25 --- 0.4 0.4
$3,000 to $5,000 ... 7,579 178 2.6 3.0
$5,000 to $7,000 8,273 409 5.9 - 8.9
$7,000 to $10,000 11,428 925 13.4 22.3
$10,000 to $15,000 . 15,952 -2,115 30.7 53.0)
$15,000 to $20,000

!

9,856 2,059 29.9 82.9 I

$20,000 to $50,000. "_ 6,849 1,184 17.2 100.0
350,000 to $100,000
$100,000 and over , . - ... .-.._:

Total 63,994 6,896 100.0 100.0

22.3

60.6

17.2

100.0

Note: Details may not add to totals because of rounding.

The House in its bill accepts the ideas of a relatively low maximum
refund ($200) and a phase-down of the refund between income levels

of $20,000 and $30,000. It also includes a minimum refund of $100 (or
the actual tax liability, whichever is smaller). This $100 minimum ap-
plies both to taxpayers whose 1974 tax liability is less than $1,000 (for
whom a 10-percent refund would be less than $100) and to taxpayers
whose income exceeds $30,000 (whose refunds would otherwise be
phased out). ...

Numerous variations on the House formula are possible. The maxi-
mum refund could be raised to $300 and the refund could be phased
down from $300 to $100 between incomes of $20,000 and $30,000. This
would cost $8.7 billion ($0.6 billion more than in the House bill), and
its distribution is shown in table 16. A phasedown between $30,000
and $40,000 would increase the revenue loss to $9.6 billion.
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TABLE 16.—EFFECT OF INCREASING THE MAXIMUM REFUND IN THE HOUSE BILL TO $300'

(1974 income levels]

Number
of returns

with tax

decrease

(thousands)

Decrease in tax liability

Amount
(millions)

Percentage distribution of total decrease

Adjusted gross income
class (thousands)

By
income

class Cumulative
By

segment

0to$3 .. ...... 4,057 $230
685
795

1,202
2,210
2,065
1,473

65
16

2.6
7.8
9.1
13.7
25.3
23.6
16.9

.7

.2

2.6 1

10.4 1

19.5 f

33.2 J

58.5 1

82.1 5

99. 1

99.7 \
99.9 J

$3 to $5 7,579
33.2

$5 to $7 .. J. 8,273
$7 to $10 11,428
$10 to $15 15,952 48.9
$15 to $20... 9,856
$20to$50 _' 9,006
$50 to $100 655 17.8

$100 and over 160

Total 66,966 8,742 100.0 100.0 100.0

1 A 100-percent refund of 1974 tax liability up to $100 and a 10-percent refund of tax above $1,000 with a maximum re-

fund of $300 and a phasedown of the refund from $300 to $100 between $20,000 and $30,000 of adjusted gross income.

Note: Details may not add to totals because of rounding.

A 10-percent refund with a $100 minimum (or 100 percent of liabil-

ity if it is less than $100), a $300 maximum, and no phase-down would
mean a revenue loss of $10.0 billion, and its distribution is shown in-

table 17. One with a $400 maximum refund would cost $10.6 billion, and
its distribution is shown in table 18. A $500 maximum refund is shown
in table 19 and would cost $11.0 billion.

The refund could also be increased by increasino- the percentage. The
distributions of a 12-percent refund with a $100 minimum (or 100 per-

cent of liability if it is less than $100) and $300, $400, and $500 maxi-
mums are shown in tables 20, 21, and 22, respectively. The respective

revenue losses are $10.9 billion, $11.8 billion, and $12.3 billion.

TABLE 17.—EFFECT OF INCREASING THE MAXIMUM REFUND IN THE HOUSE BILL TO $300 AND ELIMINATING

THE PHASEDOWN *

[1974 income levels!

Number of returns affected

(thousands) Decrease in tax liability

Total

number
with tax

decrease

Number
made

nontaxable
Amount

(millions)

Percentage distribution of total decrease

Adjusted gross income
class (thousands)

By income
class Cumulative

By
segment

0to$3 4,057
7,579
8,273
11,428
15, 952
9,856
9,006

655
160

3,097
1,280
339
186
59
16

3

(
2
)

(O

$230
685
795

1,202
2,210
2,065
2,571

196

48

2.3
6.8
7.9
12.0
22.1
20.6
25.7
2.0
.5

2.3 1

9.1 1

17.0
[

29.0 J

51.1 )

71.7 }

97.4 1

99.4 \

100.0 )

$3 to $5
29.0

$5 to $7
$7 to $10
$10 to $15

42.7
$15 to $20
$20 to $50
$50 to $100 28.2
$100 and over

Total 66, 966 4,980 10, 003 100.0 100.0 100.0

1 The refund would be 100 percent of 1974 tax liability up to $100 and 10 percent of tax above $1,000 up
to a maximum of $300.

2 Less than 500 returns.

Note: Details may not add to totals because of rounding.
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TABLE 18.- -EFFECT OF INCREASING THE MAXIMUM REFUND IN THE HOUSE BILL TO $400 AND ELIMINATING

THE PHASEDOWN *

11974 iiicome levels)

Number of returns affected

(thousands) Decrease in 1tax liability

Total

number
with tax

decrease

Number
made

nontaxable
Amount

(millions)

Percentage distribution of total decrease

Adjusted gross income
class (thousands)

By income
class Cumulative

By
segme

to $3 4,057
7,579
8,273
11,428
15, 952
9,856
9,006

655
160

3,097
1,280
339
186
59
16

3

(
2
>

(?)

$230
685
795

1,202
2,216
2,089
3,082

261

64

2.2
6.4
7.5
11.3
20.9
19.7
29.0
2.5
.6

2.2}
S. 61

16. If

27. 4J

48: 3)

68.0)
27.0}

99.5}
100. o)

$3 to $5
$5to$7.__

27.4

$7 to $10
$10 to $15

40.

6

$15 to $20
$20 to $50
$50 to $100 32.1

$100 and over.

Total 66, 966 4,980 10, 624 100.0 100.0 100.0

1 The refund would be 100 percent of tax liability up to $1,000 and 10 percent of tax above $1,000 up to a
maximum refund of $400.

2 Less than 500 returns.

Note: Details may not add to totals because of rounding.

TABLE 19.—EFFECT OF INCREASING THE MAXIMUM REFUND IN THE HOUSE BILL TO $500 AND ELIMINATING THE

PHASEDOWN i

[1974 income levels]

income
ds)

Number of returns affected

(thousands) Dec rease in tax liability

Total

number
with tax

decrease

Number
made

nontaxable
Amount

(millions)

Percentage distribution of total decrease

Adjusted gross

class (thousan
By income

class Cumulative
By

segment

0to$3_ 4,057
7,579
8,273
11,428
15, 952
9,856
9,006
655
160

3,097
1,280
339
186

59
16

3

(
2
)

(?)

$230
685
795

1,202
2,219
2,092
3,370

325
79

2.1
6.2
7.2
10.9
20.2
19.0
30.6
3.0
.7

2.11

8.3l

15. 5
(

26. 4)

46.6)

65. 6 ]

96.21

99. 2^
100. of

$3 to $5
$5 to $7

26.4

$7 to $10
$10 to $15
$15 to $20 39.2

$20 to $50
$50 to $100 34 3
$100 and over

Total 66, 966 4,980 10, 998 100.0 100.0 100.0

i The refund would be 100 percent of 1974 tax liability up to $100 and 10 percent of tax above $1,000 up to a maximum
refund of $500.

2 Less than 500 returns.

Note: Details may not add to totals because of rounding.
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TABLE 20.—EFFECT OF INCREASING THE REFUND IN THE HOUSE BILL TO 12 PERCENT OF TAX UP TO $300 AND
ELIMINATING THE PHASEDOWN »

[1974 income levels)

income
ds)

Number of returns affected

(thousands) Decrease in tax liability

Adjusted gross

class (thousan

Total

number
with tax

decrease

Number
made

nontaxable

Amount
(millions)

Percentage distribution of total decrease

By income By
class Cumulative segment

Oto $3 4,057
7,579
8,273
11,428
15, 952

9,856
9,006

655
160

3,097
1,280
339
186
59
16

3

(*>

(
2
)

$230
686
800

1,310
2, 589,

2,386
2,642

196

48

2.1

6.3
7.3
12.0
23.8
21.9
24.3
1.8
.4

2.1
8.4l

15. 7f

27. 7J

51. 5>

73. 4f
97.71

99.5V
100. 0)

$3 to $5 27.7
$5 to $7

$7 to $10 ..

$10 to $15 45.7
$15 to $20
$20 to $51
$50 to $100 26.5

100 and over

Total 66, 966 4,980 10, 887 100.0 100. 100.0

i The refund would be 100 percent of 1974 tax liability up to $100 and 12 percent of tax over $833 with a maximum
refund of $300.

2 Less than 509 returns.

Note: Details may not add to totals because of rounding.

TABLE 21-.—EFFECT OF INCREASING THE REFUND IN THE HOUSE BILL TO 12 PERCENT OF TAX UP TO $400 AND
ELIMINATING THE PHASEDOWN >

{1974 Income levels]

Number of returns affected

(thousands) Decrease in tax liability

Total

number
with tax

decrease

Number
made

nontaxable
Amount

(millions)

Percentage distribution of total decrease

Adjusted gross income
class (thousands)

By income
class Cumulative

By
segment

to$3 4,057
7,579
8,273
11,428
15, 952

9, 856
9,006
655
160

3,097
1,280
339
186

59
16

3

O
(
2
)

$230
686
800

1,311

2,599
2,493
3,330

261
64

2.0
5.8
6.8
11.1
22.1
21.2
28.3
2.2
.5

2.01

7.8
14. 6|
25. 7j

47.8)
69. Of
97.31

99.5V
100.0)

$3to$5__
$5 to $7

25.7

$7 to $10
$10 to $15 .. ...._..

43.3
$15 to $20 i.

$20 to $50
$50 to $100. _ 31.0
$100 and over_

Total, : 66, 966 4,980 11,774 100. 100.0 100.0

1 The refund would be 100 percent of 1974 tax liability up to $100 and 12 percent of tax liability over $833 with a maxi«
mum refund of $400.

2 Less than 500 returns.

Note: Details may not add to totals because of rounding.
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TABLE 22.—EFFECT OF INCREASING THE REFUND IN THE HOUSE BILL TO 12 PERCENT UP TO A MAXIMUM OF

$500 AND ELIMINATING THE PHASEDOWN i

[1974 income levels]

Number of returns affected

(thousands) Decrease in tax liability

Total Percentage distribution of total decrease

number Number
Adjusted gross income with tax made Amount By income By

class (thousands) decrease nontaxable (millions) class Cumulative segment

0to$3 - 4,057 3,097 $230 1.9 1.91

$3 to $5 . 7,579 1,280 686 5.6 7.5l
? . B

$5 to $7 8,273 339 800 6.-5 14. Of

$7 to $10" 11,428 186 1,311 10.6 24.6)

$10 to $15 15,952 59 2,604 21.2 45.8) ,, r

$15 to $20 . 9,856 16 2,504 20.3 66. 1 f

$20 to $50 9,006 3 3,770 30.6 96.7]

$50 to $100 .... 655 (O 326 2.6 99.3^ 33.8

$100 and over 160 (
2
) 79 .6 100. Oj

Total 66,966 4,980 12,311 100.0 100.0 100.0

!The refund would be 100 percent of 1974 tax liability up to $100 and 12 percent of tax liability over $833
with a maximum refund of $500.

- Less than 500 returns.

Note: Details may not add to totals because of rounding.

The Republican Members of the House Committee on Ways and
Means proposed, as an alternative to the individual income tax reduc-

tions provided in the House bill, a graduated refund of 1974 taxes

(and no changes for 1975 taxes). The payment of the refund would
be the same as in the House bill ; that is, payments made by the Inter-

nal Revenue Service beginning in May.
The tax refund is based on a graduated schedule of rates applied

to the tax liability of the taxpayer. The beginning rate is 18 percent

of the first $500 of tax liability. The amount of the refund is based
on a sliding scale of rates which reaches a maximum refund of $430
for a taxpayer with a tax liability of $4,500. Refunds for taxpayers
who have tax liabilities in excess of $4,500 are phased down to a mini-
mum of $200 for taxpayers with tax liabilities in excess of $8,000. In
general, the maximum refund would be available on a typical joint

return (two additional dependents and itemized deductions equal to

17 percent of AGI) with adjusted gross income slightly over $28,000;
those taxpayers with adjusted gross incomes in excess of that level

would be subject to the phasedown of the amount of the refund.
A table of the graduated schedule of tax refund rates under this

proposal is set forth below

:

If the amount of tax is

between The tax refund is :

$0 to $500 1_ IS percent of the tax.

$500 to $1.000 $90 plus 15 percent of the excess over $500.

$1,000 to $1.500 $165 plus 14 percent of the excess over $1,000.

$1,500 to $2,000 $235 plus 11 percent of the excess over $1,500.
$2,000 to $2,500 $290 plus 10 percent of the excess over $2,000.

$2,500 to $3,000 $340 plus 7 percent of the excess over $2,500.
$3,000 to $3,500 $375 plus 6 percent of the excess over $3,000.
$3,500 to $4,000 $405 pins 3 percent of the excess over $3,500.
$4,000 to $4,500 $420 plus 2 percent of the excess over $4,000.
$4,500 to $5,000 $430 less 1 percent of the excess over $4,500.
$5,000 to $5,500 $425 less 2 percent of the excess over $5,000.
$5,500 to $0,000 $415 less 5 percent of the excess over $5,500.
$6,000 to $6.500 $390 less 6 percent of the excess over $6,000.
$6,500 to $7,000 $360 less 9 percent, of the excess over $6,500.
$7,000 to $7,500 $315 less 10 percent of the excess over $7,000.
$7,500 to $8,000 $265 less 13 percent of the excess over $7,500.
$8,000 and over $200.
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Revenue effect of House BcjmbUcan alternative.—This proposal
would involve a revenue loss of $12.2 billion, which is the same total

amount as the administration's proposal. Its distribution is shown in

table 23.

TABLE 23 -EFFECT OF THE REPUBLICAN WAYS AND MEANS COMMITTEE MEMBERS' ALTERNATIVE

»

[1974 income levels]

Adjusted gross income class

Number of

returns with

tax decrease
(in

thousands)
Amount

(in millions)

Decrease in tax liability

Percentage distribution of total decrease

By income
class Cumulative By segment

to $3,000. .... 4.057 $44
$3,000 to $5,000 . .... 7; 579 308
$5,000 to $7,000 8,273 694
$7,000 to $10,000 11,428 1,504
$10,000 to $15,000 15,952 3,270
$15,000 to $20,000 9,856 2,901
$20,000 to $50,000 9,006 3,310
$50,000 to $100,000 655 133

$100,000 and over _. 160 32

Total 66,966 12,196

0.4 0.41

2.5 2.9l

5.7 8.61

12.3 20. 9j

26.8 47.7]

23.8 " 71.5
27.1 98.6]

1.1 99.9
.3 100. ol

20.9

50.6

28.5

100.0 100.0 100.0

' Graduated percentage refund, with a maximum refund of $430 (at tax liability of $4,500) and with the refund declinin

to $200 (on tax liability over $8,000).

Note: Details may not add to totals because of rounding.

There could also be a flat credit either per taxpayer, per exemption,
or per return. This would have the greatest impact in concentrating
the reduction among low-income families. The revenue cost of a nonre-
fundable $75 credit per taxpayer would be $7.8 billion. A nonrefund-
able $75 credit per exemption would cost $13.1 billion, and a non-
refundable $75 credit per tax return would cost $4.9 billion. The
distribution of these alternatives is shown in table 24, 25 and 26.

TABLE 24.-EFFECT OF A NONREFUNDABLE $75 TAX CREDIT PER TAXPAYER!

11974 income levels]

Number of retu

(thousar

rns affected Decrease in tax li ability

Amount
(millions)

Percentage distribution of total

Total number
with tax

decrease

Number
made

nontaxable
Adjusted gross income

class

By income
class Cijmulative By segment

Oto $3,000 4,057
7,579
8,273
11,428
15, 952
9,856
9,006

655
160

2, 525

1,298
585
288
83
16

3

(
2
)

(
2
)

$206
588
796

1,308
2,101
1,406
1,308

95
23

2.6
7.5
10.2
16.7
26.8
18.0
16.7

1.2
.3

2.6 \

10.1 1

20.3
|

37.0 J

63.8 |

81.8 1

98.5 1

99.7 ]

100.0 )

$3,000 to $5,000

$5,000 to $7,000

$7,000 to $10,000
$10,000 to $15,000

$15,000 to $20,000..
$20,000 to $50,000
$50,000 to $100,000
$100,000 and over

37.0

44.8

18.2

Total!. 66, 966 4,798 7,830 100.0 100.0 100.0

1 Joint return counted as 2 taxpayers.
* Less than 500 returns.

Note: Details may not add to totals because of rounding.
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TA8LE25.—EFFECTGF A NONREFUNDABLE $75 TAX CREDIT PER PERSONAL EXEMPTION

[1974 income levels]
;

Number-

of teturns affected

(thousands)
Decrease in tax liability

Total number Number
Adjusted gross income with tax made Amount By income

class decrease nontaxable (millions) class

Percentage distribution of total decrease

Cumulative By segment

to $3.000

$3,000 to $5,000
$5,000 to $7,000....

$7,000 to $10,000 .

$10,000 to $15,000 .

$15,000 to $20,000 .

$20,000 to $50,000
$50,000 to $100,000
$100,000 and over..

Total '_.

4,057
7, 579

8, 273
11,428
15,952
9,856
9,006
655
160

2,558
1,728
1,427
1,144
466

46
7
1

()

$207
659

1,031.

2,030
3,750
2,649
2,515

193

1.6

5.0
7.9
15.5
28.7
20.3
19.2
1.5
.4

1.6
6.6
14.5
30.0
58.7
79.0
98.2
99.7

100.0

30.0

49.0

21.1

66,966 7, 376 13,081 100.0 100. D 100.0

> Less than 500 returns.

Note: Details may not add to totals because of rounding.

TABLE 26.—EFFECT OF A NONREFUNDABLE $75 TAX CREDIT PER -RETURN

J1974 income levels)

Number of retu

(thousar

rns affected Decrease in ta < liability

Amount
(millions)

Percentage distribution of total dec

By income
class Cumulative By

Adjusted gross income
class

Total number
with tax

decrease

Number
made

nontaxable segment

to $3,000 4,057
7,579
8,273
11,428
15,952
9,856
9,006
655
160

'

2, 525
940
242
108
55
10

3

(')

O)

$206
540
612
854

1,195
739
675
49
12

. 4.2
11.1
12.5
17.5
24.5

... 15.1

13.8
1.0
.2

4.2
15.31

27. 8
f

45. 3J

69. 8(

84.91
98.71

99.7}
100. o|

$3,000 to $5,000.... 45.3
$5,000 to $7,000....

$7,000 to $10,000

$10,000 to $15,000..

$15,000 to $20,000

$20,000 to $50,000. .

$50,000 to $100,000
$100,000 and over.. .

39.6

15.0

Total 66,966 3,883 4,883 100.0 100.0 100.0

i Less than 500 returns.

Note: Details may not add to totals because of rounding.

B. Changes in the Standard Deduction
Present law.—Taxpayers who choose not to itemize their deductions

can elect a standard deduction equal to 15 percent of adjusted gross

income (AGI) or $1,300 (the minimum standard deduction or low-
income allowance), whichever is greater. The percentage standard
deduction is limited, however, to no more than $2,000. The standard
deduction is the same for married couples filing joint returns as it is for
single people. Taxpayers who do not itemize use the minimum stand-
ard deduction when their income is less than $8,667 and are limited by
the maximum standard deduction when income exceeds $13,333.
House hill.-—The House bill increases the minimum standard deduc-

tion from $1,300 to $1,900 for single persons and $2,500 for joint re-

turns. It raises the percentage standard deduction from 15 percent of
adjusted gross income up to a maximum of $2,000 to 16 percent of AGI
up to a maximum of $2,500 for single persons and $3,000 for joint re-

turns. The new minimum standard deduction would apply for incomes
helow $11,875 for single returns and $15,625 for joint returns. The new
maximum standard deduction would apply for incomes above $15,625
for single returns and $18,750 for joint returns.
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Revenue effect of House bill.—The increases in the standard deduc-
tion in the House bill involve a revenue loss of $5.1 billion. The distri-

bution by income class is shown in table 27. Virtually all of the reduc-
tion goes to taxpayers with incomes below $20,000.

TABLE 27.-EFFECT OF INCREASING THE STANDARD DEDUCTION IN THE HOUSE BILL (INCLUDING THE LOW
INCOME ALLOWANCE)

'

[1974 income levels]

Number of returns affected (thousands)

Adjusted gross income
class (thousands)

Total

number
with tax

decrease

Number
Number shifting to

made non- the standard

taxable deduction

Decrease in tax liability

Percentage distribution of total decrease

Amount
(millions)

By income
class Cumulative By segment

to $3 4,039 2,837 99 $221 4.4 4.41

$3to$5 7,347 1,278 546 707 13.9 18.31 c , 9
$5 to $7 7,671 445 1,287 931 18.3 36. 6 f

bLi
$7 to $10 I 9,194 88 2,674 1,297 25.6 62. 2j

$10 to $15 9,821 (2) 2,663 958 18.9 81.1) ,Q c
$15 to $20 4,053 (2) 1,546 541 10.7 91.81 *

s- b

$20to$50 1,998 (2) 1,016 404 8.0 99.81
$50 to $100 38 (2) 18 13 .3 100. 0> 8.3
$100 and over 4 (=) 2 2 (?) 100. 0|

Total 44,164 4,649 9,851 5,074 100.0 100.0 100.0

1 Increasing the minimum standard deduction to $1,900 for single person returns and $2,500 lor joint returns; the
percentage standard deduction to 16 percent; and the maximum standard deduction to $2,500 for single person returns
and $3,000 for joint returns.

* Less than 500 returns or 0.05 percent

Note.—Details may not add to totals because of rounding.

Administration proposal.—The administration, as part of its energy
tax package, proposes to increase the minimum standard deduction
from $1,300 to $2,000 for single taxpayers and $2,600 for married cou-
ples. This would, in effect, abolish the existing percentage and maxi-
mum standard deductions and put every taxpayer who does not itemize
deductions on the new, higher minimum standard deduction.
Revenue effect of administration proposal.—The administration

proposal would involve a revenue loss of $5.2 billion at 1974 income
levels. Table 28 shows the distribution of the reduction by income
class. The distribution is slightly more skewed towards low-income
groups than in the formula adopted in the House bill.

TABLE 28.—EFFECT OF INCREASING THE MINIMUM STANDARD DEDUCTION TO $2,000 FOR SINGLE PERSON RETURNS
AND $2,600 FOR JOINT RETURNS

]1974 income levels]

Number of returns affected (thousanas)

(m
mount
llions)

Decrease in tax liability

Percentage distribution of tTotal

number
with tax

decrease

Number
Number shifting to

made non- the standard
taxable deduction

jtal decrease

Adjusted gross income
class

By income
class Cumulative By segment

to $3,000 4,039
7,379
7,746
9,292
9,756
3, 202
1,331

24
3

3,125
1,425
490
112

(')

(?)

(>)

(')

(')

99
580

1,371
2,772
2,948
1,168

482
8

1

$236
800

1,055
1,464
1,112
363
190

6
1

4.5
15.3
20.2
28.0
21.3
6.9
3.6
.1

o

4.5]
19.81

40. or
68. Oj

89.3)

96. IS

99.81

99.9^
100. oj

$3,000 to $5,000
$5,000 to $7,000

68.0

$7,000 to $10,000
$10,000 to $15,000
$15,000 to $20,000
$20,000 to $50,000
$50,000 to $100,000
$100,000 and over

28.2

3.7

Total 42, 770 5,153 9,429 5,226 100.0 100.0 100.0

1 Less than 500 returns or 0.05 percent.

Note: Details may not add to totals because of rounding.
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Staff analysis.—The standard deduction serves two purposes: it

provides tax relief to low-income families and it simplifies the income
tax by giving taxpayers an alternative to itemizing their deductions.

In "the past, Congress has used the personal exemption and the low-

income allowance to make sure that people with incomes below of-

ficial government poverty levels do not pay Federal income taxes.

Inflation, however, especially higher food and energy costs, has raised

the poverty level substantially in the past two years, but there has
been no corresponding increase in the level at which people pay in-

come taxes, the tax threshold. Table 11 shows projected poverty levels

for 1975 and what the tax threshold would be under the House bill.

The House bill raises the tax threshold above the poverty level for two-,

three-, and four-person families and near the estimated poverty level

in the other cases.

The House bill and the administration proposal both distinguish

between single taxpayers and joint returns, which now have the same
standard deduction, by giving joint returns approximately twice the

increase given to single returns. The argument for making such a
distinction is that married couples have higher living costs than single

people and that there should not be a substantial tax penalty for

marriage:
Any change in the standard deduction would be more understand-

able to taxpayers if it were permanent, which probably is why the

administration proposes it as part of its energy package instead of its

tax reduction package.
Increasing the standard deduction also effects a major simplification

of the tax system by encouraging taxpayers to shift from itemizing

deductions to the standard deduction. The change in the standard de-

duction in the House bill would induce taxpayers accounting for 9.9

million returns to shift to the standard deduction.

Of course, increasing the standard deduction would not reduce the

tax liabilities of those who itemize (except, to varying extents, for

the 9.9 million itemizers who would shift to the standard deduction).

C. Earned Income Credits

Present law.—None.
House hill.—The House bill introduces a refundable tax credit equal

to 5 percent of earned income up to a maximum credit of $200 (on
$4,000 of earnings). The credit is phased out between adjusted gross
incomes (or earned incomes, if greater) of $4,000 and $6,000.

Revemte effect of the House hill.—The earned income credit in the
House bill involves a revenue loss of $3.0 billion, all of which goes to

people with incomes below $6,000.

A (Imi n'tstration proposal.—In connection with its energy tax pack-
ago, the administration has proposed to make an annual payment of
$160 to married couples who file joint returns if their prior year's
;;<lj listed gross income is less than $4,500 and an annual payment of $80
to single people whose prior year's income is less than $2,250. For joint

returns, the payment is reduced by $4 for every $25 of income above
$4,500, so that it would phase out at an income of $5,500. For single
people, the phaseout would occur at an income of $2,750. The purpose
of this credit is to offset the effect of higher energy prices resulting
from the administration's energy proposals.
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Revenue effect of the administration proposal.—The revenue loss

from these payments is estimated at $2 billion annually.

Staff analysis.—It has been argued that there should be some relief

for people who do not now pay income tax. This could be provided
through some type of refundable tax credit or payment to nontax-

payers. Even if the administration's energy program is not enacted,

a refundable credit may be desirable to offset the impact of the social

security payroll tax on the poor.
- A problem with the administration proposal for payments to non-
taxpayers is that the Internal Revenue Service will have trouble locat-

ing many of the eligible people. Because there are no records of many
nontaxpayers, there is considerable potential for abuse. This could be

dealt with by linking the refundable credit to the receipt of earned
income, since the Service deals with almost all earners through either

income or social security tax withholding or the self-employment tax.

Alternative proposal.—The earned income credit in the House bill

is a modification of the "work bonus" proposal sponsored by Senator
Long, a provision which has passed the Senate on several occasions,

but previously was not acceptable to the House. The work bonus plan
as previously presented was a 10-percent refundable tax credit on
wages and salaries up to a maximum credit of $400. The $400 credit

was then phased out at income levels between $4,000 and $5,600. The
work bonus was available only to families with children and was
phased out on the basis of income from all sources, including tax-

exempt income. Limiting the credit in this case to families with
children, and basing the phaseout on total income, reduces the cost

of this proposal to approximately $700 million.

The House designed its earned income credit after the work bonus
plan, but took into account administrative problems which the ad-

ministration has raised with respect to the earlier work bonus pro-

vision. Thus, for example, it does not attempt to base the phaseout on
income other than that included in adjusted gross income shown on the

tax return. In addition, to a large extent it integrates the credit into

the regular withholding system rather than making provision for

separate quarterly refunds. Making the credit available whether or
not children are in the family is an important factor in increasing
the cost under the House bill, but this is mitigated in part by pro-

viding that the rate of the credit is to be 5 percent (approximately
the employee's social security rate) rather than 10 percent, which
includes most of both the employee's and the employer's social

security tax.

The work bonus plan was thought of both as a way of decreasing
work disincentives in the case of persons on welfare who were pro-

vided an opportunity to work, and also as a way of removing much
of the regressivity of the social security taxes. The earned income
credit of the House bill appears to accomplish much the same objec-

tives, but probably with fewer administrative problems.
The House bill could be modified by lengthening the phaseout to

between $1,000 and $8,000. This would cost an additional $0.7 billion.

The rate of the credit could also be increased to 10 percent as provided
in the earlier work bonus provision. With a phaseout between $4,000
and $6,000, the 10-percent rate Avould cost an additional $3 billion
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above the $3 billion revenue loss in the House bill. With a phaseout

between $4,000 and $8,000, it would cost approximately an additional

$4.5 billion above the $3 billion revenue loss in the House bill.

If the committee decides to increase the credit, it could make the

increase available only for joint returns. For example, increasing the

rate of the credit from 5 percent to 10 percent with a phaseout between

$4,000 and $8,000 for joint returns (leaving the credit at 5 percent with

a phaseout between $4,000 and $6,000 for single people) would involve^

a revenue loss of $1.6 billion above the $3 billion revenue loss in the

House bill.

D. Optional Tax Credit in Place of the Personal Exemption

Present laio.—Taxpayers receive a $750 personal exemption for each
taxpayer and each dependent with an additional exemption for tax-

payers who are age 65 or over or blind.

House hill.—None.
Administration 'proposal.—None.
Alternative proposals.—The personal exemption has been criticized

for being worth more to high-bracket taxpayers than to low-bracket
ones. A $750 exemption is worth $525 to a taxpayer whose marginal
tax rate is 70 percent, but only $105 to someone in the 14-percent
bracket. To remedy this situation, it has been proposed that taxpayers
be given the option of claiming a tax credit in place of their personal
exemptions. A $200 optional credit would mean a revenue loss of $5.8

billion, and a $225 optional credit would involve a loss of $9.1 billion.

The distribution of these reductions is shown in tables 29 and 30. These
estimates assume that the increases in the standard deduction in the
House bill are enacted.

TABLE 29—EFFECT OF ADDING TO THE PROVISIONS IN TITLE II \ OF THE HOUSE BILL A $200 OPTIONAL TAX
CREDIT IN^ LIEU OF THE $750 PERSONAL EXEMPTION DEDUCTION

[1974 income levels]

Number of returns affected

(thousands) Decrease in tax liability

Total

number
with tax

decrease

Number
made

nontaxable
Amount

(millions)

Percentage distribution of total decrease

Adjusted gross income
class (thousands)

By income
class Cumulative segment I

j

Oto$3 1,219
6,301
7,828

11, 340

15, 198

9,045
2,125

3

1

57

1,037
1,523
1,260
343
31

3

1

(
2
)

$33
457
713

1,438
2,164

840
111

1

0.6
7.9

12.4
25.0
37.6
14.6
1.9

(
2
)

0)

0.6 1

8.5 I

20.9 1

45.9 J

83.5 )

98.1 (

100.0
\

100.0 \
100.0 )

$3 to $5
$5 to $7.

45.9

$7 to $10
$10to$15
$15 to $20

52.2

$20 to $50..
$50 to $100 1.9
$100 and over.

Total 53, 061 4,255 5,757 100.0 100.0 100.

1 Increasing the minimum standard deduction to $1,900 for single person returns and $2,500 for joint returns, the per-
centage standard deduction to 16 percent, and the maximum standard deduction to $2,500 for single person returns and
$3,000 for joint returns and granting a refundable tax credit of 5 percent of wage and salary and self-employment income
with a maximum credit of $200 and a phaseout of the credit between $4,000 and $6,000 of adjusted gross income.

2 Less than 500 returns, $500,000, or 0,05 percent.

Note.—Details may not add to totals because of rounding.
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TABLE 30.-EFFECT OF ADDING TO THE PROVISIONS IN TITLE ll» OF THE HOUSE BILL A $225 OPTIONAL TAX
CREDIT IN LIEU OF THE $750 PERSONAL EXEMPTION DEDUCTION

[1974 income levels]

Number of returns

(thousands)
effected

Decrease in tax liability

Total

number
with tax

decrease

Number
made

nontaxable
Amount

(millions)

Percentage distribution of total decrease

Adjusted gross income
class (thousands)

By income
class Cumulative

By
segment

to $3

$3 to $5

1,219
6,301
7,828
11,340
15,857
9,524
5,242

5

1

57

1,437
1,893
1,816
588
58
4

1

(
2
)

$33
567
924

1,972
3,360
1,699
518

1

(
2
)

0.4
6.2
10.2
21.7
37.0
18.7
5.7

(
2
)

(
2
)

0.4
)

6.6 1

16.8 f
38.5 j

75.5 )

94.2 (

99.9 1

99.9 I
100.0 |

$5 to $7
38.5

$7 to $10
$10 to $15

$15 to $20
55.7

$20 to $50
$50 to $100 5.7
$100 and over

Total... 57, 318 5,854 9,073 100.0 100.0 100.0

1 Increasing the minimum standard deduction to $1,900 for single person returns and $2,500 for joint returns, the per-
centage standard deduction to 16 percent, and the maximum standard deduction to $2,500 for single person returns and
$3,000 for joint returns and granting a refundable tax credit of 5 percent of wage and salary and self-employment income
with a maximum credit of $200 and a phaseout of the credit between $4,000 and $6,000 of adjusted gross income.

2 Less than 500 returns, $500,000, or 0.05 percent.

Note: Details may not add to totals because of rounding.

The optional credit would concentrate a large tax reduction in the
low- and middle-income groups. For a $225 optional credit, the credit

option would be used only by taxpayers below the 30-percent bracket,
who are generally families with income below $25,000 or single people
with income below $16,000.
There are, however, several problems with the. optional credit. Un-

like increases in the standard deduction, an alternative way to reduce
taxes for low- and middle-income taxpayers, the optional credit does
not simplify the tax system ; rather, the optional feature adds a sig-

nificant complication. Also, the optional credit creates wide disparities
in income tax for families with different numbers of dependents.
Under present law, a three-person family with income of $10,000,
which uses the standard deduction, pays a tax of $1,048, while a four-
person family in the same position pays $905, a difference of $143.
With the optional credit, the three-person family would pay $815 while
the four-person family would pay $590, so that the difference in their
taxes would widen from $143 to $225.
Some of the benefits of the optional tax credit could be obtained if a

tax credit for the taxpayer and his spouse were allowed in addition
to the existing personal exemption. A $75 credit would involve a reve-
nue cost of $7.8 billion, and its distribution (not taking into account
the interaction with the standard deduction changes) is shown in table
24. A $75 credit per taxpayer with an additional $25 credit per other
dependent would cost $8.6 billion and is shown in table 31.
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TABLE 31.-EFFECT OF ADDING TO THE PROVISIONS IN TITLE II » OF THE HOUSE BILL A NONREFUNDABLE TAX

CREDIT AMOUNTING TO $75 PER TAXPAYER AND $25 PER DEPENDENT

[1974 income levels]

Adjusted gross income
class (thousands)

Number of returns affected

(thousands)

Total

number
with tax

decrease

Number
made

nontaxable
Amount

(millions)

Decrease in tax liability

Percentage distribution of total decrease

By income
class Cumulative

By
segment

0to$3 57 57 $1 (0 (2)

$3 to $5 2,869 1,006 183 2.1 2.1

$5 to $7 7,575 1,115 703 8.1 10.2

$7 to $10 11,340 824 1,475 17.1 27.3
$10 to $15. 15,952 178 2,634 30.5 57.

$15 to $20 3,855 17 1,807 20.9 78.

s$20to$50 9,005 4 1,689 19.5 98.2

$50 to $100 655 (2) 124 1.4 99.6
$100 and over 160 (2) 29 .3 100.0

Total 57,469 3,201 8,648 100.0 100.0

II

27.3

51.4

21.2

100.0

1 Increasing the minimum standard deduction to $1,900 for single person returns and $2,500 for joint returns, the per-

centage standard deduction to 16 percent, and the maximum standard deduction to $2,500 for single person returns and
$3,000 for joint returns and granting a refundable tax credit of 5 percent of wage and salary and self-employment income
with a maximum credit of $200 and a phaseout of the credit between $4,000 and $6,000 of adjusted g<oss income.

2 Less than 500 returns or 0.05 percent.

Note: Details may not add to totals because of roundmg.

E. Rate Reduction
Present laio.—Under present law, there are separate rate schedules

for married couples who file joint returns, single people, married
people who file separate returns, and heads of households. The rates

for joint returns and single people are shown in tables 32 and 33.

House hill.—None.

Administration proposal.—As part of its energy package, the ad-
ministration has proposed rate reductions in the low-income brackets,
offset by increases in the middle brackets that have the effect of al-

most phasing out the reductions. The administration's proposed re-

ductions are also shown in tables 32 and 33. For joint returns, the
administration proposed to reduce the beginning rate from 14 percent
to 7 percent, and there are other reductions in the brackets below
$6,000. (The administration proposes splitting the current $4,000-to-

$8,000 bracket into two separate brackets.) There are rate increases in

the brackets between $16,000 and $24,000, so that families with taxable
incomes above $24,000 receive only a $130 tax reduction regardless of
their income. For single people, the administration proposed to re-

duce rates in brackets below $8,000 and to raise them in brackets be-

tween $20,000 and $26,000 so that single people with taxable income
over $26,000 also receive $130 tax reductions.
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TABLE 32.—PRESENT LAW AND PROPOSED RATE TABLE FOR MARRIED INDIVIDUALS FILING JOINT RETURNS
AND CERTAIN SURVIVING SPOUSES i

Over-

Taxable income

Not over-

Present law

Pay
Plus tax rate

(percent)

Administration proposal

Pay
Plus tax rate

(percent)

$1.000

$1,000 $2,000...

$2,000 $3,000....

$3,000 $4,000...

$4,000 $8,000...

($4,000) . ($6,000) 2_

($6,000) ($8,000)2.

$8,000.. $12,000...

$12,000 $16,000...

$16,000 $20,000...

$20,000 $24,000...

$24,000 $28,000...

$28,000 $32,000...

$32,000 $36,000...

$36,000 $40,000...

$40,000 $44,000...

$44,000. $52,000...

$52,000 $64,000...

$64,000 $76,000...

$76,000 $88,000...

$88,000 $100,000..

$100,000 $120,000..

$120,000 $140,000..

$140,000 $160,000..

$160,000 $180,000..

$180,000 ..... $200,000..

$200,000... $300,000..

$140
290
450
620

1,380
2,260
3,260
4,380
5,660
7,100
8,660

10, 340
12, 140

14, 060
18,060
24, 420
31,020
37,980
45, 180

57, 580
70, 380
83, 580
97,180
110,980

22

25
28

32

36
39

42
45
48

50

53

55
58

60
62

64

66
68
69

70

$70
170
300

450
790

1,170
2,050
3,050
4,210
5,530
6,970
8,530
10,210
12,010
13,930
17,930
24,290
30, 890
37,850
45,050
57, 450

70, 250
83,450
97,050
110,850

i Applies for a qualified surviving widow or widower in the first 2 years after tha wir in which the spouse died.

2 Proposed new brackets; split of present law $4,000 to $8,000 bracket.

TABLE 33.—PRESENT LAW AND PROPOSED RATE TABLE FOR UNMARRIED INDIVDUALS (OTHER THAN CERTAIN

SURVIVING SPOUSES AND HEADS OF HOUSEHOLDS)

Taxable income Present 1 3W Administratior

Pay

proposal

Over— Not over— Pay

Plus

Tax rate

(percent)

Plus

Tax rate

(percent)

$500
$1,000...

$500
$1,000

$1,500

$70
145
225
310

14
15

16

17

19

$35
80
135

200
360
540
940

1,400
1,900
2,440
3,020
3,640
4,320
5,040
5,820
7,460

10, 160

13, 160

16, 460
20, 060

26, 260
32, 660
39, 260
46, 060
52, 960

7

9
11

$1,500 $2,000 13

$2,000 $4,000...

($2,000) ($3,000)i 16

($3,000). ($4,000)1... 18

$4,000 $6,000. 690
1,110
1,590

21

24
25
27
29
31

34
36
38
40
45
50

55

60
62
64
66
68
69
70

20
$6,000

$8,000
$8,000
$10,000

23
25

$10,000 . $12,000. 2,090 27
$12,000 $14,000 2,630 29
$14,000 $16,000 3,210 31

$16,000 $18,000 3,830 34

$18,000 $20,000 4,510 36
$20,000. .. $22,000 5,230 39
$22,000. .. $26,000 5,990 41

$26,000 $32,000 7,590 45

$32,000 $38,000 10, 290
13, 290
16, 590

50

$38,000 $44,000 55

$44,000. .. $50,C00... 60
$50,000 $60,000... 20, 190

26, 390
32, 790
39, 390
46, 190

53,090

62
$60,000.

$70,000
$70,000

$80,000

64
66

$80,000.

$90,000. ..

$90,000

$100,000.

68
69

$100,000 70

Proposed new brackets, split of present law $2,000 to $4,000 bracket.
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Revenue effect.—These rate reductions would mean a revenue loss of

$10.6 billion. The distribution of the reduction is shown in table 34.

TABLE 34—EFFECT OF SUBSTITUTING NEW TAX RATE SCHEDULES! FOR THOSE UNDER PRESENT LAW

Number of returns affected

(thousands)

Total number Number
Adjusted gross income with tax made

class decrease nontaxable
Amount

(millions)

Decrease in tax liability

Percentage distribution of total decrease

By income
class Cumulative By segment

to $3,000 - 4,057 16 $121 1.1

$3,000 to $5,000 7,579 31 647 6.1
$5,000 to $7,000_ 8,273 14 1,071 10.1
$7,000 to $10,000 11,428 21 1,859 17.5

$10,000 to $15,000 15,952 6 3,129 29.5
$20,000 to $50,000 9,006 2 1,631 15.4
$50,000 to $100,000 655 (2) 85 8

$100,000 and over 160 (2) 21 (2)

Total 66,966 96 10,597 100.0

1.1

7 - 2
f

17.3)

34.8)
64. 3 ^

98.91

99.71
100.01

34.8

48.7

16.2

100.0 100.0

i The new rate schedules are those proposed by the administration. See tables 32 and 33.
2 Less than 500 returns, or 0.05 percent.

Note: Details may not add to totals because of rounding.

Alternative proposals.—The House bill has been criticized because it

does not give any tax reduction for the taxpayers who will continue to

itemize their deductions even with the increase in standard deduction.
These taxpayers would receive the rebate on 1974 taxes, but they would
receive nothing for 1975 and future years. Eate reductions would be
one way of providing a reduction for these taxpayers.
A rate reduction such as the one proposed by the administration im-

plies a degree of permanence. The committee, however, could pass a
rate reduction that is more clearly labeled as temporary. For example,
there could be a temporary rate reduction of one percentage point in
each tax bracket. The revenue loss would be $5.5 billion. This would
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be a proportional reduction with respect to taxable income and, there-

fore, would give a larger reduction to lower- and middle-income people

than a proportional tax credit, as proposed by the administration

for 1974.

Another possibility would be a reduction of one percentage point in

each of the initial four rate brackets (which apply to the first $4,000 of

taxable income for joint returns). This would involve a revenue loss

of $2.0 billion, and its distribution is shown in table 35. There could
also be a one-point reduction in the brackets below $4,000 and a two-
point reduction in the $4,000 to $8,000 bracket. This would involve a
loss of $4.7 billion, and its distribution is shown in table 36.

TABLE 35—EFFECT OF ADDING TO THE PROVISIONS IN TITLE II i OF THE HOUSE BILL CERTAIN TAX RATE CHANGES2

[1974 income levels]

Decrease in tax liability

returns

with tax

class decrease

(thousands)
Amount

(millions)

Percentage distribution of total decrease

Adjusted gross income
(thousands)

By income
class Cumulative By segment

0to$3 1,219 $2
71

190
378
620
392
359
26
6

0.1
3.5
9.3
18.5
30.3
19.2
17.6
1.3
.3

0.1 V
3.6 !

12.9 f
31.4 J

61.7 \

80.9 )

98.5 )

99.8 \
100.0 |

$3 to $5 _ 6,301
$5 to $7 7,828

31.4

$7 to $10 11,340
$10 to $15 15, 952

$15 to $20..
$20 to $50 ."

9,855
9,005

49. 5

$50 to $100 655 19.2
$100 and over. __ 160

Total 62,317 2,045 100.0 100.0 100.0

• Increasing the minimum standard deduction to $1,900 for single person returns and $2,500 for joint returns, the per-
centage standard deduction to 16 percent, and the maximum standard deduction to $2,500 for single person returns and
$3,000 for joint returns and granting a refundable tax credit of 5 percent of wage and salary and self-employment income
with a maximum credit of $200 and a phaseout of the credit between $4,000 and $6,000 of adjusted gross income.

' The new tax rates are as follows; for taxable income brackets not shown the tax rates are the same as onder present
law.

Taxable income bracket (thousands): Tax rate

Joint returns: (percent)

to $1 13
$lto$2 14
$2 to $3 15

$3 to $4 . .... 16

Single person returns:

to $0.5 13

$0.5 to $1 14
$1 to $1.5 15

$1.5 to $2 16

$2 to $4 18
Returns of heads of households:

0to$l - 13

$lto$2 15

$2 to $4 17
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TABLE 36—EFFECT OF ADDING TO THE PROVISIONS IN TITLE II i OF THE HOUSE BILL CERTAIN TAX RATE CHANGES*

[1974 income levels]

Decrease in tax liability

Adjusted gross income class

(thousands)

Number of —
returns Percentage distribution of total decrease
with tax

decrease Amount By income
(thousands) (millions) class Cumulative By segment

1,219 $2 (
3
) (

3
)1

6,301 73 1.5 1.6 1 17.7

7,828 201 4.2 5.8 f

11, 340 561 11.9 17.7 J

15, 952 1,549 32.7 50.4 )

75.0 f

57.3
9,855 1,164 24.6

9, 005 1,084 22.9 97.9 1

655 79 1.7 99.6 \ 25.0
160 19 .4 100.0 )

0to$3 ._

$3 to $5

$5 to ill:....

$7 to $10
$10 to $15....

$15 to $20....

$20 to $50....

$50 to $100...

$100 and over

Total.. 62,317 4,732 100.0 100.0 100.

1 Increasing the minimum standard deduction to $1,900 for single person returns and $2,500 for joint returns, the per-

centage standard deduction to 16 percent, and the maximum standard deduction to $2,500 for single person returns and

$3,000 for joint returns and granting a refundable tax credit of 5 percent of wage and salary and self-employment income
with a maximum credit of $200 and a phaseout of the credit between $4,000 and $6,000 of adjusted gross income.

2 The new tax rates are as follows; for taxable income brackets not shown the tax rates are the same as under present

law.

Taxable income bracket (thousands): Tax rate

Joint returns: (percent)

to $1 ... 13

$lto$2 .... 14

$2 to $3 r. 15
$3 to $4 . 16

$4 to $8 I . . 17

Single person returns:

0to-$0.5 '. 13

$0.5to$l.._ 14

$1 to $1.5 . . .. 15

$1.5 to $2 iv-.j _-_„-_• . 16.

$2 to $4 18

$4 to $6 19

$6 to $8 , . . 21

Returns of heads of households:
0to$l 13

$1 to $2 l_; . ........ 15
$2 to $4 17

. $4 to $6 . .. 17

$6 to $8. 20

3 Less than 0.05 percent.

Note: Details may not add to totals because of rounding.

F. Increases in the Personal Exemption

Present law.—Taxpayers receive a personal exemption of $750 for

each taxpayer and each dependent. In addition, taxpayers age 65 or
over or blind receive an extra exemption. The exemption was last in-

creased in 1972.
House bill.—None.
Administration proposal.—None.
Alternative proposals.—Large tax reductions could be achieved by

increasing the personal exemption. The extent of inflation since 1972
would suggest a $150 increase (to $900) in order to maintain the 1972
value of the exemption in real terms. The distribution of this reduction
is shown in table 37. The distribution of an increase to $850 is shown
in table 38.
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TABLE 37.-EFFECT OF INCREASING THE PERSONAL EXEMPTION FROM $750 TO $900

[1974 income levels]

Number of returns affected

(thousands)

Decrease in tax liability

Percentage distribution of total decrease

Adjusted gross income

class

Total number
with tax

decrease

Number
made

nontaxable

Amount
(millions)

By income
class Cumulative By segment

to $3,000_

$3,000 to $5,000

$5,000 to $7,000

$7,000 to $10,000....

$10,000 to $15,000..

$15,000 to .$20,000..

$20,000 to $50,000..

$50,000 to $100,000.

$100,000 and over..

Total........

4,057
7,579
3,273
11,428
15,952
9,586
9,006

655
160

918 $81

608 255

265 403

212 795

60 1,509

11 1,182
4 1,436

(') 192

(') 54

1.4
4.3
6.8

13.5
25.5
20.0
24.3
3.3
.9

1.41

5.7l
12.51

26.0)
51. 5(
71.51
95. 81

99.1-
100.0]

26.0

45.5

28.5

66, 966 2,077 5,906 100.0 100.0 1C0.O

i Less than 500 returns.

Note: Details may not add to totals because of rounding.

TABLE 38.-EFFECT OF INCREASING THE PERSONAL EXEMPTION DEDUCTION FROM $750 TO $850

[1974 income levels]

Number of returns affected

(thousands)

Total number Number

Adjusted gross income with tax made

class decrease nontaxable

Decrease in tax liability

Percentage distribution of total decrease

Amount
(millions)

By income
class Cumulative By segment

to S3,0C0 4,057

$3,000 to $5,000 7,579

$5,000 to $7,000 8,273

$7,000 to $10,000.. ...... 11,428

$10,000 to $15,000 15,952

$15,000 to $20,000 9,856

$20,000 to $53,000 9,006

$50,000 to $100.000 655

$100,000 and over., 160

Total 66,966

625
274
195

152
50
8

2

(')

P)

$57
175

272
. 537
1,011

791
960

" 128
36

1.4
4.4
6.9

13.5
25.5
19.9
24.2
3.2
.9

1,307 3,967 100.0

1.4]

5.8(.

12.71

26.3J
51.8)

71.7|

95.9]
99.lV
100.0)

100.0

26.3

45.4

28.3

100.0

1 Less than 500 returns.

Note: Details may not add to totals because of rounding.

The problem with lowering taxes in this way is that less of the reduc-

tion would be concentrated' in the low- and middle-income brackets

than is the case with increases in the standard deduction or rate reduc-

tions, such as those proposed by the administration. Also, increases in

the exemption would probably have to be permanent.

G. Tax Credits for Purchases of Durable Goods

Present law.—There is no tax credit under present law for the pur-

chase of new homes. However, homeowners (including ownership of

condominiums and in certain cases tenant-stockholders in housing- co-

operatives) are able to deduct their mortgage interest and property

taxes as itemized deductions. Although no similar provision applies

to renters, owners of rental units can take deductions for accelerated

depreciation and may expense their interest and tax charges during
the construction period of the building.

Since the repeal of the auto excise tax in 1971, there has been no
special tax or credit relating to automobiles.
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House bill.—None.
i {.administration proposal.—None.
Possible alternatives.—One possibility is to allow a tax credit in the

case of purchase of new homes (but not rental apartment units).

Under this proposal a credit equal to 10 percent of the first $10,000 of

purchase price, and 5 percent of the next $20,000 of purchase price,

could be allowed. This would provide a maximum credit of $2,000 and
could be allowed only for houses sold in the period from April 1,

1975, through December 31, 1975.

Such a credit might be accompanied by a lesser credit for the pur-
chase of used homes. A credit for used homes would be provided equal
to one-half the credit allowable in the case of new homes. Thus, the
starting credit might be 5 percent on the first $10,000 of purchase
price, and 2,y2 percent on the next $20,000 of purchase price. This
would provide a maximum credit in the case of used homes of $1,000.
Such a credit might also be allowed only for the period from April 1,

1975, through December 31, 1975.

S. 153, introduced by Senators Hartke and Hatfield, would pro-
vide a refundable credit for the acquisition of a new principal resi-

dence. The credit in this case would be 5 percent of the first $25,000 of
the purchase price (providing a maximum credit of $1,250) for homes
purchased in 1975. For homes purchased in 1976, the credit would be
2.5 percent of the first $25,000 of purchase price, for a maximum
credit of $625.

Revenue effect.—It is estimated that the credit described above
which provides a maximum credit of $2,000 for the last 3 quarters of

this year, would result in a revenue loss of approximately $1 billion

assuming the selling of 650,000 new homes in the remainder of 1975.

This estimate does not take into account the stimulative effect which
such a provision might provide (but see staff analysis below). If a

credit of up to $1,000 were also provided for the sale of used homes
during the last 3 quarters of 1975, it is estimated that the $1 billion

revenue loss might be increased to $2.4 billion. This assumes the sale of

1,600,000 used homes in the last 3 quarters of 1975. Again, this does not
take into account any stimulative effect of this provision.

It is estimated that the Hartke/Hatfield credit would result in a

revenue loss of $800 million in 1975, and $520 million in 1976. This
also does not take into account any stimulative effect that such a

provision might have.

Staff analysis.—The current weakness in the economy has centered
disproportionately on housing and automobiles, and a temporary tax
credit for the purchase of neAV homes (and possibly used homes) or

for new autos could be expected to have an appreciable impact on sales

during this year in much the same way as the rebates provided by the

automobile manufacturers apparently stimulated their sales during
February.

It is difficult to measure the extent to which the $2,000 credit might
increase housing starts in the remainder of 1975, but it might be by
something like 100,000 units at an annual rate. This might raise resi-

dential construction by $3 billion for the year and probably would
also increase the purchases of furniture and major appliances by close

to a half billion dollars. The ripple or multiplier effect of such addi-

tional purchases might increase the GNT for the rest of 1975 by close
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to $4 billion. In terms of Federal tax receipts, this could give rise to

perhaps $750 million of increased income for the year. Taking into

account the fact that the provision is effective for only part of a year
suggests revenue increases of perhaps $750 million for the jea.r.

However, just as it is suspected that the auto rebates which the compa-
nies have recently allowed may in part at least be "borrowing"' from
future periods, so this may also be borrowing housing starts from the

year 1976. Perhaps as much as half of the housing starts might fall in

this category, which suggests that the provision's induced revenue
effect might be in the order of magnitude of half of the amount
initially estimated above. There would of course also be a reduction in

unemployment which, in turn, would mean decreased unemployment
compensation payments of something like $100 million for the rest

of the year 1975.

A tax credit for the purchases of new autos would appear to pose
special problems. With the energy problem presently before the coun-
try, the Congress might not want to provide tax credits for autos pro-
viding low gas mileage. Some of the energy proposals presently being
considered by the Congress provide tax credits for fuel-efficient cars,

and in view of this the Congress might want to consider this problem
in connection wTith that legislation rather than at this time. In any
event, there are also problems with tax credits limited to fuel-efficient

cars, since these currently tend to be imported cars to a much larger
extent than American cars. Because of this, some of the proposals
which have been put forth have suggested the postponement of meas-
ures of this type to give the U.S. auto industry time to shift their pro-
duction over to a higher ratio of fuel-efficient automobiles.



VIII. ALTERNATIVE WAYS TO REDUCE CORPORATE
TAXES

A. Increase in Investment Tax Credit

Present Law
Present law provides a 7-percent investment credit (4 percent with

respect to certain public utility property). The investment credit is

available with respect to: (I) tangible personal property; (2) other

tangible property (not including a building and structural compo-
nents) which is an integral part of manufacturing, production, etc.,

or which constitutes a research or storage facility; and (3) elevators

and escalators. Generally, the credit is not available with respect to

property used outside the United States.

To be eligible for the credit, the property must be depreciable
property with a useful life of at least 3 years. Property with a useful
life of 3 or 4 years qualifies for the credit to the extent of one-third
of its cost; property with a useful life of 5 or 6 years qualifies .with

respect to two-thirds of its cost; and property with a useful life of
7 years or more qualifies for the credit to the full extent of the prop-
erty's cost. (However, in the case of used property, not more than
$50,000 of cost may be taken into account by a taxpayer as qualified

investment for purposes of the credit for a taxable year.)

Property becomes eligible for the credit when it is placed in service.

Property is considered to be placed in service in the earlier of (1) the
taxable year in which depreciation on the property begins, or (2) the
taxable year in which the property is placed in a condition or state of
readiness and availability for a specifically assigned function.
The amount of the credit that a taxpayer may take in any one year

cannot exceed the first $25,000 of tax liability (as otherwise computed)
plus 50 percent of the tax liability in excess of $25,000. Investment
credits which because of this limitation cannot be used in the current
year may be carried back 3 taxable years and then carried forward 7
taxable years and used in those years to the extent permissible within
the limitations applicable in those years.

Public utility property to whiclTthe 4-percent investment tax credit
applies is property used predominantly in the trade or business of
furnishing or selling (1) electrical energy, water, or sewage disposal
services, (2) gas through a local distribution system, or (3) telephone
service, telegraph service through domestic telegraph operations, or
other connuunications services (other than international telegraph
services). In general, the reduced credit applies only if the rates for
these services or items are established or approved by certain tvpes of
governmental regulatory bodies.

House Bill

Increase in rate.—The investment credit rate is to be increased for
all taxpayers (including public utilities) to 10 percent from 7 percent,
or from 4 percent in the case of certain public utility propeH v. /"The

(44)
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additional credit for public utilities is not to exceed $100 million for

any one taxpayer.)
Increase in 50-percent limit for public utility property.—-The bill

modifies the limitation on the amount of tax liability that may be

offset by the investment tax credit for a year in the case of most

public utility property (which under present law is entitled to only a

4-percent investment "credit). The percentage limit for public utility

property is to be increased from the general 50-percent limit to 100

percent of the income tax liability for 1975 and 1976. In each of the

next 5 taxable years, the increase for public utilities is to be reduced

by 10 percentage points until 1981 and thereafter, at which time the

50-percent limitation again is effective. Thus, the percentage limita-

tion is to be 90 percent in 1977, 80 percent in 1978, 70 percent in

1979, and 60 percent in 1980. 1

Progress payments—-In the case of long-lead-time property, that is,

property that requires at least 2 years to construct, the bill provides
that the investment tax credit is to be available to the extent that
progress payments are made during the construction period (rather

than being allowed in the later year when the property is ultimately
placed in service). During the first 5 years this provision is in effect,

a transitional rule provides for a phase in to the new system at the
rate of 20 percent a year.

Increase in limitation for used property.—As an aid to small busi-
ness, the bill increases from $50,000 to $75,000 the amount of used
property which can qualify for the investment credit for any one year.

Revenue Effect of House Bill

These changes in the investment credit are estimated to result in
a revenue loss of $3.9 billion (of which $1.5 billion is expected to occur
fn 1976). The revenue effect in 1975 of increasing the rate of the invest-
ment credit to 10 percent is $2.0 billion. The increase in the amount
of tax that utilities can offset with the investment credit involves a
further revenue loss of $244 million. Allowing the investment credit
on progress payments costs $75 million, and the increase in the amount
of used property eligible for the credit to $75,000 costs $85 million.

Effective Date

The 10-percent credit is to be available for property acquired and
placed in service after January 21, 1975, and before January 1, 1976;
it is also to be available for property placed in service in 1976, if the
property was acquired pursuant to an order placed before January 1,

1976.

In addition, in the case of property constructed, reconstructed, or
erected by the taxpayer, the 10-percent credit is to be available for
property completed by the taxpayer after January 21, 1975, but only
to the extent of the portion of the value actually attributable to
construction, etc., by the taxpayer after January 21," 1975, and before
January 1, 1976. On this same basis, the 10-percent rate is to be
available for qualified progress expenditures made in the period after
January 21, 1975, and before January 1, 1976.

1 In the case of companies that have substantial amounts of investment in public utilitv
property and also substantial amounts of investment in other property eligible for the
credit in the same year, the increase in the 50-percent limit is to be proportional to the
amount of the eligible public utility property as compared to the total eligible property.
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The provisions increasing the amount of used property which can
qualify for the investment credit apply to taxable years beginning in

1975. The provisions with respect to progress payments apply to

payments made after January 21, 1975, in taxable years ending after

December 31, 1974.

Adniinistration proposal

The administration has proposed that the investment tax credit lie

increased for one year to 12 percent for all taxpayers, including public

utilities. The temporary higher credit would apply to property placed

in service in 1975 and to property ordered during 1975, if placed in

service before the end of 1976. In addition, the credit would also be
available to the extent of construction, reconstruction or erection of

eligible property by or for a taxpayer during 1975, without regard to

the date when the completed property is placed in service.

In the case of utilities the 12-percent credit would continue to apply
for two additional years after 1975 with respect to qualified investment
in electrical power plants other than oil- or gas-fired facilities.

Also, with respect to utilities, the 50-percent limitation on the

amount of credit which may be claimed in a year above the first $25,000
of a taxpayer's income tax liability would be temporarily increased.

Utilities would be permitted to use the credit against up to 75 percent

of their tax liability above the first $25,000 of liability for 1975. There-
after, the limitation would decrease by five percentage points for each
year after 1975 (that is, 70 percent in 1976, 65 percent in 1977, 60 per-

cent in 1978, 55 percent in 1979) until the limitation is decreased to the

50 percent limitation, generally applicable to other taxpayers, in 1980

and later years.

The temporary increase in the credit would be effective retroactively

to January 1, 1975.

Revenue effect of administration proposal.—The administration

estimates that tax liabilities would be reduced by $4.1 billion for 1975

as a result of the increases in the investment tax credit. (The cost

would be $3.9 billion if a January 22 effective date were used, as in the

House bill, instead of a January 1 date.

)

Staff Analysis.

As indicated in the section on individual tax reductions above, the

economic situation is bad and likely to get worse without significant

fiscal stimulus. A balanced program which encourages both consump-
tion and investment may well be a more effective method of stimulat-
ing the economy than attempting to focus all the tax stimulus on
consumption. In addition to providing short-run stimulus to the
economy, an increase in the amount of investment is desirable for other
reasons.

First, additional investment which increases productivity is itself

anti-inflationary in that it increases the amount of output available

to meet consumer demands in the future (although this obviously is

not a problem at the present time). Second, increased productivity
results in lower production

1

costs which means that money wage in-

creases will not have the same degree of upward pressure on product
prices that they would in the absence of growing productivity.
Third, it appears that unless in the future the stock of capital is

increased significantly there will be serious problems in providing
enough jobs for those entering the labor force. Over the past few



47

years, the rate of investment has not been sufficient to provide the nec-

essary increase in productivity or to provide the capital necessary to

employ the labor force.

The short-term lack of investment is indicated by the fact that the

amount of investment for new plant and equipment in fact is expected

to increase by only $5 billion from 1974 to 1975, an increase from $112

billion to an expected $117 billion. Given the expected increase in prices

for plant and equipment, this represents a decline in the real level of

investment. For manufacturing the decline in the rate of growth is

even more pronounced. As shown in Table 39, investment for manu-
facturing increased 20.5 percent from 1973 to 1974 but is expected to

increase only 9 percent between 1974 and 1975. Part of the shortfall

in investment is because of the tight financial position in which many
corporations find themselves. This is a result not only of declining

sales but of tight monetary policy and the impact of the recession on
corporate profits and cash flow.

TABLE 39—EXPENDITURES FOR NEW PLANT AND EQUIPMENT BY U.S. BUSINESS,' 1973-75

[Dollar amounts in billions]

Percent change

1973 1974 2 1975 3 1973-74 1974-75

$111.92 $117.09 12.2 4.6
45.80 49.92 20.5 9.0
22.67 23.08 17.7 1.8

4.80 5.50 40.4 14.4
2.03 2.55 46.6 25.8
2.29 2.41 37.2 5.3
3.06 2.88 7.7 -6.0
4.26 4.62 24.8 8.4
3.83 3.51 22.8 -8.3
2.81 2.57 23.1 -8.5
.77 .69 43.4 -10.3
1.48 1.3,6 -.3 -8.1
5.23 5.22 5.5 -.3

23.13 26.83 23.3 16.0
3.21 3.20 3.1 -.3
.85 .70 10.8 -17.1

2.55 2.90 37.0 14.1

5.63 7.16 26.3 27.2
7.87 10.07 44.3 28.0
1.48 1.38 -5.4 -6.6
1.55 1.43 — 4 -8.2

66.12 67.17 7.1 1.6

3.10 3.67 13.2 18.6

2.48 3.17 26.5 27.7
1.97 1.78 -18.2 -9.6
2.03 2.34 22.5 14.9

20.60 21.46 10.1 4.2
17.65 17.87 10.7 1.2

2.95 3.60 6.6 21.9

35.94 34.75 4.9 -3.3

All industries .... $99.74
Manufacturing 38.01

Durable goods . 19.25

Primary metals ' .... 3.43
Blastfurnace, steel works 1.38
Nonferrous 1.67

Electrical machinery... 2.84
Machinery, except electrical 3.42
Transportation equipment > 3. 12

Motor vehicles 2.28
Aircraft .53

Stone, clay, and glass 1.49

Other durables 4.96
Nondurable goods 18.76

Food including beverage 3. 11

Textile .77
Paper 1.86
Chemical . 4.46
Petroleum 5.45

Rubber 1.56
Other nondu rabies 1.56

Nonmanufacturing 61.73
Mining 2.74
Railroad . 1.96
Air transportation

,
2.41

Othe r transportation 1.66
Public utilities 18.71

Electric 15.94
Gas and other 2.76

Communication, commercial and others 34.26

1 Data exclude expenditures of agricultural business; real estate operators; medical, legal, educational, and cultural

services', and nonprofit organizations.
2 Preliminary.
3 Estimates are based en expected capital expenditures reported by business in late November and December 1974. The

estimates for 1975 have been adjusted when necessary for systematic biases in expectations data.
4 Includes data not shown separately.
c Includes trade, service, construction, finance, and insurance.

Note: Details may not add to totals because of rounding.

Source: U.S. Department of Commerce, Bureau of Economic Analysis.

Public utilities.—The lower investment credit was originally given
for public utilities because regulatory agencies presumably consider
capital requirements when deciding on changes in rate levels. More-
over, it was believed that the volume of investments made by regu-
lated public utilitities would be determined in large part by the growth
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of other industries, rather than their pjwaa,. In addition, much of the

benefit to regulated utilities was viewed as likely to be passed on in

lower rates to consumers, thus offsetting much of the stimulus to

investment.

In the past several years, a number of changes in the economic

environment have in combination seriously reduced the ability of regu-

lated public utilities to obtain capital. Some utility regulatory com-

missions have been slow to increase rates to cover increased fuel costs

and inflation-induced increases in other operating costs. These factors

taken together have reduced the internal cash flow available to utilities

to self-finance expansion in productive capacity.

External financing also has been restricted recently. The aggre-

gate book value of public utility common stock presently exceeds by a

substantial margin its aggregate market value because of the severely

depressed level of stock market prices. Debt financing is a limited

alternative because many utilities have reached as high a debt-equity

ratio as is practicable in view of the level of fixed obligations reached.

In addition, long-term interest rates applicable to public utility bonds

are so high that few public utilities dare to commit themselves to

elevated fixed debt charges for long periods of time.

The nation's energy program will require large investments by
utilities to convert from oil to other fuels. Thus, there are several

reasons to give utilities the investment credit on at least as favorable

a basis as industry generally.

Furthermore, many public utilities currently have below-normal net

taxable earnings and, thus, do not receive the full benefit of the in-

vestment credits because of the applicable limitations. As a result, the

House bill includes an increase in the 50-percent net income limitation

(which applies to tax liability in excess of $25,000) for a temporary
period to allow these utilities to use more of their investment tax credit

against taxes during this period.

The estimated revenue going to public utilities under the House bill

is about $500 million out of the $3.6 billion total cost of the business

tax reductions for 1975.

Alternative proposals.—If the committee should decide to make an
increase in the tax reduction proposed in the House bill, it might want
to provide part of the additional reduction for business. Based on the
division now in the bill, slightly over 20 percent of the total is for
business. While problems are presented by a temporary increase in the
investment credit, most analysts would agree that this would have
more of a stimulative effect on the economy than either a temporary
corporate rate reduction or an increase in the surtax exemption.
A further increase in the investment credit to 12 percent, the rate

proposed by the administration, would reduce tax liabilities by $1.2
billion in addition to the House bill. If this were viewed as desirable,
this further increase to 12 percent could be viewed as temporary even
though it might be intended to maintain the increase to 10 percent
permanently.

Also, the committee will want to review the $100-million "cap" in
the House bill on the increase in the investment credit that can be
claimed by any one utility by reason of the increase in the rate of the
investment credit. This limit applies only to American Telephone and
Telegraph Co., and it has been criticized for being discriminatory.
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Removing the limit involves a revenue loss of $872 million (if no other
changes are made as to the credit) . Of course, further increases in rates,

for example, would increase this figure.

Under the House bill, the temporary increase in the 50-percent

limitation on the amount of tax liability that may be offset by the
investment credit for public utility property applies for taxable years
beginning in 1975. There are a number of public utilities who are on a
fiscal year which ends in the latter half of the calendar year. As a
result, these companies would not benefit from the temporary increase

in the 50-percent limit until 1976. In order to provide the benefit to

these companies sooner, the committee may want to make the increase

in the 50-percent limit available for taxable years ending in 1975 (and
ending in each of the following years during the temporary period)
rather than beginning in those years. This change would have no effect

on calendar year taxpayers but would accelerate the increase in the
50-percent limit by one year for fiscal year taxpayers.

S. 1119, introduced by Senator Nelson, is designed to modify the
investment credit in a manner which is especially beneficial to small
business. It increases the investment credit to 12 percent on the first

$20,000 of investment in a year, 10 percent on the next $30,000 of in-

vestment, and 8 percent on the excess over $50,000 (public utilities

would continue, under that bill, to receive % of the amount available to

others) ; the $50,000 maximum on used property eligible for the credit

would be eliminated; and a $1,000,000 annual investment credit '"cap"

would be imposed on all taxpayers. Under this proposal, each taxpayer
who would otherwise be affected b}^ the $1,000,000 "cap" would be
permitted to elect to use the present investment credit rates, in which
case the "cap" would not apply to that taxpayer. The total revenue
loss from the investment credit, if this provision were the only change
made in the law, would be $1 billion.

B. Corporate Tax Rate Reductions

Present law.—Under present law, corporate income is subject to a
normal tax at a rate of 22 percent and a surtax at a rate of 26 percent
(for a total tax rate of 48 percent) . However, the first $25,000 of corpo-
rate income is exempt from the surtax. In effect, then, the first $25,000
of corporate income is taxed at the rate of 22 percent and the income
in excess of $25,000 is taxed at a 48-percent rate.

House bill.—The House bill increases the surtax exemption from
$25,000 to $50,000. This means that the first $50,000 of corporate tax-
able income is to be taxed at the 22 percent rate, while any additional
corporate income is to be taxed at the 48 percent rate. This is to result

in an annual tax savings of $6,500 for a corporation having $50,000 or
more of taxable income. (Under present law the tax on $50,000 of
taxable income in $17,500—22 percent of the first $25,000 of income,
plus 48 percent of the remaining $25,000; under the bill the tax is

to be $11,000—22 percent of $50,000.)
The increase in the corporate surtax exemption is to be effective for

taxable years ending after December 31, 1971. It is to apply, however,
for only one year in this bill and is to cease to apply for taxable years
ending after December 31, 1975.
Revenue effect of the House bill.—The increase in the corporate

surtax exemption is expected to result in a revenue loss of $1.2 billion,
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of which 60 percent, or $730 million, will go to corporations with in-

comes under $100,000.
Administration proposal.—The administration in connection with

its energy package (but not its temporary anti-recession package) has
proposed to reduce the corporate tax rate from 48 percent to 42 percent
effective for 1975 and thereafter. It would accomplish this by reduc-
ing the surtax rate from 26 percent to 20 percent. Under the proposal,
the first $25,000 of corporate income would continue to be taxed at the
rate of 22 percent, but the income in excess of $25,000 would be taxed
at the reduced rate of 42 percent.
Revenue effect of the administration proposal — -The administration '

estimates that this rate reduction represents an annual revenue loss

of $6 billion.

Other proposals.—S. 1119 (Sen. Nelson) would increase the cor-

porate surtax exemption from $25,000 to $100,000 and would provide,
'

for 1975 only, that $5,000 of income is exempt from the normal tax.

This would eliminate the tax for corporations whose taxable income
\

was up to $5,000; reduce taxes by $1,100 for corporations with tax-

able incomes between $5,000 and $25,000; reduce taxes by varying
amounts up to $19,500 for corporations with taxable incomes between
$25,000 and $100,000; and reduce taxes by $19,500 for all larger cor-

portions. The revenue loss of a further increase in the surtax exemp-
tion to $100,000 would be $1.3 billion in addition to the $1.2 billion

under the House bill. The exemption of the first $5,000 of increase from
corporate tax would involve a revenue loss of $500 million.

Staff- analysis.—It has been argued that business needs a permanent
form of tax relief to offset the rising cost of energy and to increase the

amount of capital available to business for reinvestment. Such invest-

ment, in turn, may increase productivity and reduce unemployment. It

lias also been argued that real corporate profits have been declining in

recent years, and that the inflated value of inventories on corporate
books and the use of historical cost depreciation have produced paper
profits which are taxed to corporations without increasing the actual
profits which are available for investment or distribution to share-
holders. On the other hand, the fact that corporations are net debtors
means that the real value, and hence the real burden, of their outstand-
ing debt decreases during a period of inflation. This reduction of the -

real burden of coporate debt for corporations substantially offsets the
(

"overstatement" of corporate profits resulting from historical cost
depreciation and the taxation of inventory profits.

If funds are available to reduce corporate taxes, it might well be
that a better use of these funds would be to beg-in the integration of
the individual and corporate rate structures. This could be done by
allowing a deduction for dividends paid, or by giving the shareholder
a credit for the tax paid on the dividend he receives bv the corporation
(increasing the amount treated as a dividend for this purpose by the ;

ai Mount of this tax) , or by extending the use of the partnership method
whirl) presently is available in the case of subchapter S corporations
with 10 or fewer shareholders to corporations more widely held. Any
of these techniques could be implemented to a limited degree depend-
ing upon the revenue available for this purpose. European countries
have doveloped integration plans along this line to reduce the impact
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of the tax at the corporate level and have used them much more exten-

sively than has the United States. Such changes, however, probably
would require considerably more time for consideration by the com-
mittee than is available for this bill.

Another problem with the administration proposal is that much of
the value of the tax reduction, which would cost an estimated $6 billion

annually, would be concentrated in the hands of large corporations. For
example, the administration proposal in this area would afford no
relief at all to small businesses, especially those which have taxable in-

come of $25,000 or less. Moreover, under the administration proposal,
the corporations which have the largest profits would receive the most
relief. Many would argue that the need of small business for tax relief

is even more critical, since small businesses have little control over the
marketplace and are hit even harder by such factors as inflation and a
reduction in consumer confidence than are large businesses. Increasing
the surtax exemption concentrates much of the tax reduction on these

small businesses. However, because there is no change in the marginal
tax rate for corporations with taxable incomes in excess of the surtax
exemption, increasing the surtax exemption provides no incentive to

increase investment for these firms.

Alternative proposals.—As an alternative to increasing the surtax
exemption, the committee may want to consider reducing the normal
corporate tax and making an offsetting increase in the corporate sur-

tax. Thus, the normal tax could be reduced from 22 percent to 18 per-

cent, and the surtax raised from 26 percent to 30 percent. This would
keep the tax rate at 48 percent for all income above the surtax exemp-
tion but would reduce the tax on income below the surtax exemption
level by four percentage points. This would reduce taxes by $1,000 to

each corporation with taxable income of $25,000 or more. The revenue
loss would be $520 million. While increasing the surtax exemption does
not help small corporations whose taxable incomes are below the sur-

tax exemption level, moving points from the normal tax to the surtax
in this way helps corporations generally, the small proportionately
more than the large.

C. Net Operating Loss Carrybacks and Carryovers
Present lata.—Present law, in general, provides that a taxpayer

is allowed to carry a net operating loss back as a deduction against
income for the 3 years preceding the year in which the loss occurred
and to carry any remaining unused losses over to the 5 years follow-
ing the loss year. This general rule enables taxpayers to balance out
income and loss years over a moving 9 year cycle, to the extent of tax-

able income in the 3 years preceding and the 5 years following airy loss

year.

Present law also provides exceptions to the general three year carry-

back-five year carryover rule in the case of certain industries or cate-

gories of taxpayers, as indicated in chart 1. One exception allows
certain regulated transportation corporations to carry back and deduct
net operating losses for the usual 3 years and to carry over such losses

for 7 years. Another exception prohibits the carryback of a net oper-
ating loss to the extent the net. operating loss was attributable to a

foreign expropriation loss. However, a 10-year carryover period is

allowed for the foreign expropriation loss (15 years in the case of
a Cuban expropriation loss). A third exception, applicable to financial
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institutions for taxable years beginning after December 31, 1975,

will lengthen the carryback period for net operating losses to 10 years

and allow the usual 5-year carryover period. Similarly, a bank for co-

operatives is presently allowed to carry net operating losses back for

10 years and forward for 5 years. A fourth exception is provided for

taxpayers which have incurred net operating losses resulting from in-

creased imports of competing products under trade concessions made
pursuant to the Trade Expansion Act of 1962. Where a taxpayer has

elected to obtain certification as provided by this Act, it is allowed

a 5-year carryback period and the usual 5-year carryover period.

Finally, present law also contains a provision designed for American
Motors Corporation permitting a 5-year carryback period and a carry-

over period of 3 years for losses incurred for taxable years ending

after December 31, 1966, and prior to January 1, 1969.

Administration pro]) oisal'.—None.
House hill.—None.
Alternative prop&sdfs.—-The' Congress has from time to time altered

the general rule itself to reflect circumstances which apply to all tax-

payers. The current economic situation raises the possibility that a

considerable number of taxpayers subject to the general rule will have
net operating losses so large as to exceed not only total income from
the 3 years preceding the loss year but also income anticipated for the

5 years following the loss. These taxpayers, unlike others which have
had more success in resisting the effects of the present economic down-
turn, are placed in the disadvantageous position of being unable to

obtain the full benefit of their current losses by application against

income earned during other years in the 9-year cycle. A lengthening of

the general carryback period will provide many of these taxpayers
with needed near-term funds through income tax refunds generated
by the carryback of current losses. Even in the case of those taxpayers
who can anticipate profit years in the near future, a lengthening of the

general carryback would generate near-term funds through such re-

funds, which may be of greater value than the prospect of funds
generated by deductions of carryovers in future years. In such case?,

a current revenue loss may be offset in large part bv increased future

revenues, because the net operating losses deducted as current carry-

backs would not be available for deductions as carryovers in future
years.

One approach would be to allow, on an elective basis, any taxpayer
to have a carryback period equal to the sum of the taxpayer's carry-
back and carryover periods under present law. For most taxpayers
this would mean an eight-year carryback period, with no carryover.
(For regulated transportation companies, this would mean a 10-year
carryback with no carryover.) This election could be made only once.
If the taxpayer subsequently wished to return to the rules of current
law, it would have to repay the tax savings it realized from the use of
net operating losses under this elective method, to the extent that those
losses would otherwise have been "wasted," but not any interest at-

tributable to the use of these funds.
If this provision were to apply to losses for 1971 and subsequent

years, the estimated revenue loss' in 1975 would be $0.5 billion. This
amount would rise to $1 billion if the provision were to apply to losses
for 1970 and subsequent years. Probably half (and perhaps' more) of
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the revenue losses referred to above would ultimately be recovered

( because losses thus carried back would not be available as carryover

deductions in future years)

.

CHART 1.—NET OPERATING LOSS CARRYBACK AND CARRYOVER PERIODS FOR DIFFERENT CATEGORIES

OF TAXPAYERS



IX. Repeal of percentage depletion for oil and gas
Present law.—Under present law, percentage depletion in the case

of oil and gas wells, is allowed at the rate of 22 percent of the gross
income from the property. (The amount of the deduction, however,
may not exceed 50 percent of the net income from the property, com-
puted before any allowance for depletion.) The percentage deple-
tion deduction may be taken by a taxpayer without regard to his cost
basis for the property.
House bill.—Under the House bill, except as noted below, no de-

duction for percentage depletion is allowable with respect to oil or gas
produced on or after January 1, 1975. Thereafter, depletion for oil and
gas is to be computed on a cost basis.

Under the bill, the present 22-percent depletion allowance is con-
tinue^ .for certain gas wells. Percentage depletion is continued for
domestically produced natural gas sold under a fixed price contract
in etfect on February %' 1975, which does not permit adjustments
in the price after that date to reflect, to any extent, the producer's
increased tax liabilities arising from the elimination of the depletion
allowance. Price increases which occur after February 1, 1975, are to be
presumed to take account of the increased tax liabilities due to the
repeal of percentage depletion, unless the taxpayer demonstrates to
the contrary by clear and convincing evidence.

Percentage depletion also remains in effect at a 22 percent rate for
"regulated natural gas" produced and sold prior to July 1, 1976, if
no price increase is permitted after February 1. 1975, which reflects,
to any extent, the producer's increased tax liabilities as a result of
the elimination of percentage depletion. "Regulated natural gas" is
defined as gas subject to regulation by the Federal Power Commission
(i.e., gas sold in interstate commerce) . Any price increase which occurs
a

.

fter February 1, 1975, is to be presumed to take such increased tax
liabilities into account, unless the taxpayer can demonstrate by clear
and convincing evidence that this is not the case.

The House bill did not affect the status of geothermal steam for
purposes of percentage depletion. Some courts have held that geo-
thermal steam is a "gas" which is entitled to percentage depletion at
a 22-percent rate. The current position of Treasury is that geothermal
steam is not a gas entitled to percentage depletion. The House bill
did not resolve this issue, and specifically left the matter open for final
court determination. However, if the courts ultimately determine that
geothermal steam is a gas which is entitled to percentage depletion,
the House bill would allow depletion in this case at the current rate
of 22 percent.

Revenue effect.—It is estimated that the provisions eliminating the
deduction for percentage depletion in the case of oil and natural gas
will result m a revenue gain of $2.2 billion in 1975 and $2.7 billion in
1976.

Effective date.—-The repeal of the percentage depletion allowance
applies generally to oil and natural gas produced on or after January
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